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INTRODUCTION 

The  organization  of  modern  economic  society 
is  so  complex  and  sensitive  that  its  efficient  and 
smooth  functioning  depends  upon  a  clear  understanding 
of  all  the  factors  that  contribute  in  some  way  to  the 
formation  of  its  intricate  structure.  It  is  largely 
pecuniary,   and  consequently,  primarily  concerned  with  the 
phenomenon  of  financial  prosperity.  This  depends,  in  part, 
upon  the  factors  controlling  present  and  prospective  ability 
to  meet  financial  obligations.  In  turn,  these  obli^-ations , 
based  on  the  sensitive  mechanism  of  credit,  have  given 
impetus  to  the  tremendous  advancement  of  commerce.  In 
performing  its  function,   credit  has  been  attended  by 
certain  disruptions  affecting  its  delicate  structure, 
among  which  are  the  problems  of  bankruptcy. 

After  several  years  of  study,  supplemented  by 
four  years  of  business  experience  in  the  field  of  account- 
ancy, I  hPVi  observed  that  the  ^ascertainment  of  legitimate 
losses,  created  ond  incre«>sed  by  the  use  of  credit,  could 
be  made  easier  by  the  le^al  reauirement  th^t  certain 
fundamental  books  of  account  should  be  kept. 

It  is  astounding  to  find  that  «t  the  present 
stage  of  commercial  development  and  the  ffreat  strides 
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msfie  in  the  diffusion  of  the  science  of  business,  count- 
less enterprises  continue  to  utilize  bookkeepins:  methods 
that  are  obsolete  snd  insufficient  to  reflect  their  real 
financial  status  pnd  ability  to  meet  the  keen  competition 
now  prevalent.  In  the  case  of  most  of  the  smf»ller  individual 
units,  practically  no  records  are  kept.  This  nee;lia:ence 
has  quite  far  reaching  consequences.  The  failure  of  lars7e 
numbers  of  small  units  causes  a  tremendous  burden  upon 
society. 

The  writer  considers  that  a  lerge  number  of 
these  smaller  bankruptcies  can  be  prevented  or  that  the 
losses  may  be  minimized  by  the  en?tctment  of  legislative 
measures  requiring  the  keeping  of  prescribed  books  of 
account.  This  paper  is  written  with  the  aim  of  developing 
this  sub.iect. 


i 


CHAPTER  I 


The  development  of  Society. 

In  the  earliest ' primitive  times,  necessaries 
for  s"L:"bstinence  were  obtained  by  collecting  from 
nature  by  the  individual  efforts  of  the  person, (1) 
Later,  we  find  the  oanding  or  clanning  of  individuals 
into  nomadic  groups,   traveling  from  place  to  place, 
collecting,  planting  and  tryi'ir  to  improve  on  nature; 
whereas  for-.uerly  an  individual  apjjropriated  what  nature 
provided  for  him.     Gradually  and  reluctantly,  tnese 
clans  settled  into  villages,  plant. ''i-  and  developing 
the  soil  into  a  state  of  self  sufficiency,     at  this 
stage,  v:e  note  the  first  introduction  of  trade  by  the 
mere  exchange  of  goods  for  goods,     out  of  the  village, 
the  toYm  developed  having  as  its  impelling  characteristic 
a  growing  economic  ascendancy  over  near-by  villages. 
Here  the  trader  arose  and  created  the  market  place  where 
he  went  to  buy  his  supplies  or  sell  his  goods.  This 
interchange  of  goods  made  the  towns  mostly  comniercial 
and  gave  rise  to  the  necessity  for  the  introduction 
of  specie  as  a  means  of  exchange.     Later  the  tO;.ns  en- 

gaged  in  manufacturing  and  v/ith  the  increase  in  ;~ox:ula- 

tion  and  means  of  cor.jr.unicat ion  the  needs  of  individuals 


(1).  ^.  S.  E.  Gras  -  An  Introduction  to  Economic  History 
Chapters,  1,  2,  3,  4« 
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became  more  varied.     Up  to  tliia  _    '    '  ,  practically  all 
trade  was  done  on  a  cash  basis. 

With  the  development  of  society  wherein  a 
person  had  to  specialize  more  andmore  in  a  particular 
trade  or  in  the  production  of  a  particular  coLjaodity 
and  a  surplus  existed  after  all  the  residents'  naeds 
were  satisfied,  the  problem  of  disposing  of  that  sur- 
plus arose.     Likevvise,,  it  was  necessary,  generally,  to 
obtain  fro...  other  to'^ans  that  uhich  was  not  obtainable 
at  home.     These  problems  of  disposing  and  obtaining 
goods  resolved  themselves  into  comiiierce. 

Functions  of  Commerce. 

Comiiiierce  then  has  to  do  v/ith  the  movement  df 
goods  from  the  producers  to  the  consun^.ers ,     It  v/as 
advanced  by  the  means  of  transportation:     roads,  canals, 
ships  and  railroads.     This  movement  of  goods,  between 
distant  producers  and  consumers,  took  considerable  time, 
and  paymaent  was  therefore  retarded  by  such  length  of  tim.e, 
impedin;::  the  producers  from  furth^"*"     ':ilization  of  the 
capital  represented  by  those  goods  or  commodities.  To 
continue  doing  business  on  a  strictly  cash  basis  as 
in  the  past,  it  spelled  retrogression,   as  it  had  oetm 
demonstrated  that  a  society  on  a  cash  basis  had  a  trade 
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c online nsur ate  with  the  quantity  of  money.  Gormnercial 
exigency  resorted  to  credit  and  by  this  luedium 
a  new  economic  order,  far  "beyond  expectation,  was 
Gonnn^ced. 

The  Introduction  of  Credit. 

Credit  enables  the  consumer  to  postpone 
payment  and  make  use  of  the  funds  which  otherv/ise 
he  v/ould  imi;i©diately  pay.     It  also  BBPhles  the 
producer  to  postpone  his  obligations  cn  the  aeut 
created  by  the  consumer  and  thereby  utilize  the  cap- 
ital represented  in  the  transaction.     Tuis  phenomenon 
is  so  deeply  integrated  and  interrelated  in  the  modern 
economic  organization  that  it  has  been  termed,  common- 
ly, the  heart  and  core  of  the  industrial  system,  and, 
the  life  blood  of  commerce  and  industry.     It  is  assumed 
that  nine-tenths  of  all  trade,  industry  and  commerce 
is  done  on  credit,  and  this  ir/or.Tng  preponderance  gives 
rise  to  the  need  for  its  proper  control  and  manipulation 
so  as  not  to  disrupt  economic  organization. 

The  Credit  Risk. 

With  the  introduction  of  credit,  society  as- 
sumes a  rin^^  if  c--.jjparent  in  ohe  following  illustra- 
tion.    Let  us  assume  that  a  producer  of  iron  ore  possesses 
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enough  money  to  produce  a  certain  fixed  sura  of  raw  ma- 
terial, paying  his  laborers  in  advance.     Now  let  us  "p- 

sume  that  he  sells  these  materials  to  the  manufacturer 
on  '."erms  of  eight  months,  that  is^,  he  agrees  to  wait 

eight  months  for  his  money.     The  manufacturer  in  the 
course  of  three  months  converts  these  raw  materials 
into  finished  machinery  and  sells   Lhe  machines  on  six 
months'   time  to  the  '.vholesaler .     In  a  month  the  whole- 
saler disposes  of  the  machinery  giving  the  retailer 
eight  months  in  v;hich  to  pay.     In  another  month  the 
retailer  sells  the  machines  to  a  farmer,  agreeing  to 
v/ait  one  year.     Four  months  later,  the  farmer  sells 
crops  on  tv/o  months'   time  to  a  local  dealer,  v/Lo  sells 
them  in  a  month  to  a  commission  merchant  on  two  months' 
time;  the  commission  merchant  in  turn  selling  on  one 
month's  time  to  a  retail  ntore;   and  the  retailer  sells 
them  v;ithin  a  month  to  the  l^.'borers,  who  worKed  in 
the  mines  for  cash  received  by  them  for  producing  ravj 
materials.     Cash  would  be  paid  to  the  retailer  just 
eight  months  from  the  date  of  tne  first  sale  of  the  raw 
material;  and  if  this  cash  should  be  passed  on  promptly 
through  the  hands  of  the  ''st;ion  merchant,  local 

dealsr.  f£rmer,  retailer,  ..nolesaler  and  manufacturer 
to  the  original  producer,  it  could  liquidate  all  the 
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obligations . 

In  actual  pv  - tice,  these  terms  are  too  long 
for  all  tli3  i^erties  concerned  to  ..i.it  for  tneir  money. 
Here  is  where  the  hanks  come  to  the  assistance  of  com- 
merce.    The  wholesaler  sells  to  the  retailer  on  time, 
but  instead  of  delaying  his  payment  to  the  manufacturer, 
he  procur  .  s       loan  from  his  bank,,   (giving  as  security 
ther-efor  th^  notes  r  oeivod  from  th^?  r^^t^ilei*.  With 
tills  xoan  tiie  ..xiolesaler  may  pay  thj  r-.anai  ^.-cturcr  at 
once.     The  loan  from  the  bank  is  repaid  v/hen  retailer 
settles  with  the  wholesaler.    The  banlcs  undertake  the 
waiting  instead  of  ti.e  dealer.     In  f-ct  anyone  or  sev- 
eral in  the  chain  of  buyers  or  sellers  may  procure  the 
loan  from  the  bank.     In  this  country,  it  is  usually 
the  manufacturers  and  the  commission  mercxxants  who  pay 
cash. 

The  Basis  of  Credit. 

As  it  has  been  shown,  ri^ik  is  fundaraentaly 
involved  in  the  extension  of  credit.     To  overcome  this 
difficulty,   complete  confidence  in  the  borrower  must 
be  established,  by  ascertaininr  beyond  doubt  his  ability, 
willingness  ^nd  intention  to  pay  bs  promised.  (1)  T-^ 
If  a  confidence  derived  from  the  borrower's  financial 

(1).     Harold  G.  Ivloulton  -  The  Financial  Organization  of 
Society,  page 
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standing,  business  ability,  honesty  and  businosp  integ- 
rity.     These  factors  apply  to  any  form  of  business 
unit   ;  proprist orship,  partnership,  corporation  or  trust. 

The  financial  standing  and  bu'^jness  ability 
of  any  business  unit  is  obtainable  from  the  business 
records  it  keeps.     These  records  are  nothing  more  than 
a  chronological  history  of  all  transactions  between 
definite  periods,  and  are  as  correct  and  complete  as  the 
requirements  for  credit  extension  and  property  and  in- 
come tax  levying  deem  it  advisable.     In  the  case  of  corp- 
orations, statutes  require  that  complete  records  be  kept, 
and  these  vary  somewhat  in  each  state.     It  is  not  coi/i- 
pulsory  for  other  forms  of  business  units  to  keep  any 
set  of  particular  business  records  that  c.t  any  time 
might  ■^'^■^.lect  the  true  and  corro  t  income,  and  financial 
condition.     It  is  left  wholly  to  the  individual  or 
common  custom  prevalent  in  the  particular  trade  or  in- 
dustry. 

The  honesty  and  business  integrity  is  ascertained 
by  investigating  in  the  particular  trade  or  industry  the 
external    -'"'i  Lions  of  the  individual  or  business  unit. 
The  creditors,  banks,  mercantile  "nd  credit  agencies 
are  the  main  sources  for  obtaining  this  information. 
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The  Credit  Structure. 

The  great  utilization  of  credit,  which  suc- 
ceeded the  tremendous  development  of  business  enter- 
prise, has  been  attended  by  the  development  of  an  ex- 
tensive, very  closely  inter-related  and  interdependent 
financial  structure,  any  disruption  of  vi^hich  has 

far  reaching  consequences .( 1)     Credit  operations  have 
been  so  widely  diffused  that  every  field  of  enterprise 
hes  come  to  utilize  them.     Agricultural, manufacturing 
and  me-'^  " ' ^  ile  establisriments  ,  regardless  of  size, 
form  an  inai visible  link  in  the  highly  sensitive  chain 
established.  ( 2 )     We  must  imagine  the  vvnole  country  as 
a  great  i-lsnt  concerned  with  the  handling  of  cornodities 
or  services  the  typical  enterprise  being  one  cog  in  a 
great  machine.     Industries  are  composed  of  nominally 
inde}.endent  plants  which  pass  on  goods  and  credit  to 
each  other.     For  example,  one  series  embraces  agricul- 
tural machinery  manufacturers,  seed  distributors,  v/heat- 
grow.ers,  rrain  -carrying  railways,  elevators,  flour  mills, 
^  whole pcle;    iealers  in  provisions,  bakeries,  and  retail 
distributing  agencies.     Each  set  of  members  in  such  a 
series  is  d^-rrdent  upon  the  preceding  set  for  its  chief 
supplies  and  upon  t^p>  succeeding  set  for  its  crxief  sale. 
No  industrial  series,  be  it  like  the  one  mentioned 
(1)  Moulton  -  op.   cit.   p^.   13^  -  13B. 

{2)  Wesley  C.  Mitchell  -  Business  Cycles  -  pp.  -  579 
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above  or  another,  is  self-suf I'icing.     Each  set  of  enter- 
prises in  the  above  .3.©,  from  the  agricultural 
machinery  manufacturers  to  the  retail  agencies,  is  de- 
pendent on  other  industrial  series  to  equip  it  with  build- 
ings, mac'iines,  fuel,  office  supilies,  etc.     This  financia 
interdependence  causes  complicated  relationships  of  debtor 
and  creditor,  arising  from  the  purchase  tmd  sale  of  goods 
on  credit,   ?  nd  making  the  disoeter  of  one  ent-^rprise  a 
menace  to  many. 

Economic  Signif  i  :.r,r  ce  of  Credit. 

Whenever  there  is  a  break  or  l&ck  of  credit  at 
any  point  in  the  structure,  the  banks  are  called  upon  for 
assistance.     Whoever  finds  himself  unable  to  pay  on  time 
rushes  to  his  banker  for  a  loan.     A  great  responsibility 
is  thus  placed  on  the  banker.     The  bank's  ability  to  tide 
over  the  emergency  caused  by  disrupted  credit  operations 
depends  upon  their  capacity  to  expand  their  own  creait. 
This  difficulty  hr s  been  sufficiently  plleviated  by  the 
Federal  Reserve  bc.nks  which  are  empowered  to  rediscount 
commerci'  1  paper  to  uh"  extent  which  it  is  necessary  in 
the  communities  where  such  emergency  or  demand  may  arise. 
Under  this  system  legitimate  business  enteppr'ise  is  ex- 
tended loans,  when  needed,   imd  thereby  failures  are  pre- 
vented,    k  business  which  is  unsound  or  mismanaged  is 
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no t  entitled  to  and  cannot  obtain  loans  from  a  bank. 
It  deserves  to  fail  at  that  stage  as  its  failure  v^'ill 
be  advantageously  beneficial.     The  busines'^  concern 
which  is  fundamentally  sound  anc  v;oll  aiana^ea  ougut  to 
be  able  to  secure  banking  accomodations. 
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CHAPTER  II 


THE  ABUSE  OF  CREDIT 


Extent  and  Stages  in  Credit  Freud. 

Busin';!ss  en jr  j^rises  £  nd  individuals,  »v.ien 
faced  by  financial  difficulties  caused  by  either  the 
ore  vailing  economic  conditions  or,  most  co.ik.ionly, 
their  personal  fault,   rescrt  to  fra.uldulent  iriethods  to 
obtain  credit.     Their  operations  have  attained  such 
proportions  that  a  surety  company  estim'a':ns  the  losses 
sustained  at  ^^1)400,000,000.  ( 1)     This  burden  placed  on 
business  organizations  and,  in  turn,  on  the  ultimate 
consumer's  is  so  unnecessary  that  ".-^edit  men,  above  ..ll, 
are  CE.reiees  or  not  versed  in  the  vicious  methods  pur- 
sued by  these  credit  criminals.     U3u:;lly,  three  stages 
are  found  in  the  perpetration  of  credit  fraud--mic- 
representation,  diversions  of  assets,  and  bankruptcy. 

1»     r.iisrepresontaLion  Stage. 


credit  lossess  is  the  'idoption  of  measures  by  which 
misrepresentations  may  be  detected  oefore  credit  is 
given,  (ii)     Authenticated  statements  shov/ing  the  finan- 
cial condition  fnd  profit  ?nd  loss  should  be  rendered 
£S  a  basis  for  judging    '  '    extensions  cf  credit. 
These  statements,  based  upon  the  transactions  that 


The  primary  pr-ecaution  to  take  in  reducing 


(b)     Ibid  -  page  4. 


(1) 


Credit  urauds 


II 


Letter-Bulletin. 


1 
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transpired  batv/een  tv/o  given  dates,  will  provide  reason- 
able assurance  that  1:     all  assets,  including  inventories, 
are  stated,   ovaied  anci  valued  on  t  sound  basis;  ^:  all 
liabilities,  actual  and  contint^ent,  are  disclcs  ^d;   3:  th'3 
net  profit  or  loss,  after  including  all  income  and  deduct- 
ing expenses,  losses,  proper  provisions  for  depreciation 
of  assets,  reserves,  accruals,  taxes,   -ind  the  like,  is 
disclosed;   and  4:     all  proper  precuations  have  been  taken 
to  disclose  irregularities,  oim:iissions ,   or  conditions  that 
affect  i-he  financial  status  of  the  applj  cant .  ( 1)  Prom 
these  figures  the  credit  man  is  enabled  t  o  determine  the 
relationship  of  current  assets  to  current  liabilities,  cash 
assets  to  curren'   debt,  accounts  receivable  to  sales,  in- 
ventory to  sales,  capital  to  total  debt,(ki)  and  obtain 
certain  ratios  -vvhich  he  c    ^  comprre  with  the  ratios  of 
successful  concerns.     If  it  '     possible     ^  have  several 
of  these  ststements  running  over  several  periods,  it  vvill 

feasible  to  determine  the  trend  of  the  business.  The 
present  financial  condition  as  v. ell  as  the  trend  Pre  im- 
portant since  the  settlement  for  goods  obtained  on  credit 
v.ill  be  made  at  a  future  time  when  the  financial  condition 
v\fill  have  Ci-u.-^t.^.. 

I.'lethods  of  Iv:is  represent  at  ion. 

A  credit  man  encounters  some  difficulty  in 

(1)  Ibid  -  page  4 

(ki)  Harry  G.  Guthman  -  Analysis  of  Financial  Statements, 
page  169 
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obtaining  autiienticated  statements  of  this  character 
from  r.ll  his  customers.     Those  that  are  progressive 
have  come  to  look  Ui-on  ' ^  -  ervices  of  an  aooountant  as 
necessary  and  beneficial  in  the  submission  of  statements. 
The  others,  comprising  the  majority,  have  c  ions  to 

the  employment  of  accountants,  and  ar^  e-t^nde^l  credit 
upon  their  ovm  representations.     It  is  assumwd  chat  the 
majority  of  customers  are  honest  and  in  viev/  of  the 
terrific  competition  existent,  their  business  is  very 
desirable.     Hence,  under  this  concept,  goodr  business 
practice  requires  that  due  respect  be  jicaid  to  their  views 
and  sensibilities.     Under  tVis  lax  m.ethod  the  following 
most  important  specific  procedures  in  misrepresenting 
facts  in  order  to  obtain  credit  have  been  used:$l) 

1.  Iv'isrepresentation  as  to  the  value  of  one 
or  more  asset  items; 

2.  Misrepresentation  by  which  one  or  more 
of  th-^  classes  of  1"!  bilities  are  under- 
stated or  omihted; 

3.  Misrepresentation  :r        net  profits  or 

as  to  sales,  expenses,  or  other  p  of it  and 
loss  elements; 

4.  Misrepresentation  l.s  to  audit  of  accounts 
or  certification  of  statements; 


(1)     Ibid  -  page  5 


( 
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5.     Fraudulent  use  of  the  name  Laid  creait 

of      -^^putable  individual  or  established 
firm; 

3.  Development  of  a  line  of  credit  for  the 
deliberate-  purpose  of  -taining  further 
credit  for  fraudulent  purpose?. 

For  the  purpose  of  illustrating  the  various  methods,  a  fevif 

details  and  examples  vvill  be  given. 

Inflation  of  Inventories. 

Among  the  assets-,  the  item  of  "inventories" 
is  the  most  difficult  of  verification  with  respect  to 
cur^ntities  and  valuation.  Gh  good  intent,  it 

is  inherently  difficult,  i-.o  control  stocks,  to  keep 
them  sound  and  marketable,  to  list  the  items  with  exact- 
itude, or  to  plbce  a  sound  value  on  each  item.     Due  to 
these  dif  ii  culties ,   the  credit  criminal  has  m;.  de  use 
of  this  item,  so  vital  to  business  solvency,  by  enhancing 
it  to  a  fictitious  value.     To  avert  t;]is  fraudulent 
manipulation,  concerns  giving  credit  should  demand  in- 
dependent verification  of  inventories. 

Unvr-rlfi3d  Statements  and  ii.xamples. 

The  extension  of  credit  on  the  basis  of  un- 
verified statemen.^3  has  generally  proven  disastrously 
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fraught  with  loss.     To  indicate  their  general  method, 
of  operation,  three  examples,  taken  from  the  records 
of  the  courts  with  fictitious  names  substituted  for  the 
actual,       11  be  given.  (1) 
"Example  1: 

John  Doe,  engaged  in  the  tire  business 
in  Baltimore,  with  a  branch  in  vVash- 
inton,  for  :aore  than  two  years  discount- 
ed his  billF  c  r,  1  anticipated  every 
trade  acceptance.     On  July  1,  Id'^O,  he 
prepared  a  financial  statement  v/hich 
was  not  certified  by  an  accountant  and 
which  shelved  assets  of  i|115,132  and 
liabilities  of  %32,b00  and  a  net  worth 
of  st>8ki,do/i.     The  principal  items  among 
his  assets,  as  listed,  were; 

Merchandise  .^^46,580 

Accounts  fieceivable.  ±'d,^oC> 
Land  and  Buildings   ,  39,000 
In  November,  19k;0,  he  began  to  buy  tires 
from  many  laur.uf acturers  in  much  larger 
quantities  than  ever  before  and  in  an 
amount  exceeding  :|120,000.     In  January, 
191^1,  iie  v.as  not  cbie   to  meet  his  j.atur- 
ing  obligations,  snd  it  was  found  that 

(1)     Ibid  -  page  6. 
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he  had  but  a  small  amount  of  stock  on 

hand  in  his  stores.     It  aeveloped  thttt 

he  had  turned  over  to  a  cotiiinercial 

credit  cornpr.ny  tires  to  the  value  of 

;|100,000,  on  which  it  h'-^d  loaned 

^60,000,  of  ^;hich  Hii50,000  was  in  jash 
and  :r^lO,000  '..as  retained  by  the  credit 
company  to  secure  the  payment  of  the 

$10,000  fee  for  the  use  of  the  money. 
Doe  claimed  that  he  lost  the  ^50,000 
in      .  ' h  ylaying  the  races. 

During  the  ensuing  bankruptcy  pro- 
ceedings, the  referee  ordered  the  bank- 
rupt to  turn  over  to  the  trustee  ^50,000 
in  cash  and  ^26,000  in  merchandise  for 
which  he  failed  to  account.     Failing  to 
comply  with  this  order,  the  banicrupt  was 
committed  to  jail  for  contempt  of  court 
and  served  six  months.     Later  he  was 
indicted  for  using  the  mails  defraud 
by  transmitting  a  false  f'"  noial  state- 
ment, pleaded  guilty  and  was  sentenced 
to  serve  a  term  of  one  year  and  one  day 
in  ■'■ho  Federal  prison  in  i  -'-l  anta. 
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" Example  2: 

A  and        v/lio  v;ere  in  partnership  oper- 
ating as  the  Blank  Company,  also  as 
the  X  Company,  ?.nd  also  as  the  A  &  B 
Brothers,  prepared  a  financial  state- 
ment as  of  September  15,  19^2,  not 
certified  to  by  an  accountant,  and 
sent  it  out  to  concerns  of  which  they 
were  buying  goods  and  asking  credit. 
This  statement  showed  a  net  worth  of 
^35,000  and  included  r-mong  the  assets 
merchandise  to  the  extent  of  ^t;27,500, 
raw  materiel  to  the  extent  of  ^12,300, 
and  ms.cbinp>""7    -.nd  fixtures  to  the  ex- 
tent of  .ii>10,0U0. 

On  December  15,  1922,  tiie  company 
sent  through  tl  *        ils  a  financial  state- 
ment to  a  mercantile  agency  of  Boston, 
showing  a  net  v.orth  of  .^48,000,  When 
the  books  of  these  b;  rkr^npts  v.ere  audited 
by  a  certified  i.ublic     ;countant  em- 
ployed by  the  trustee,  it  was  discovered 
that  on  September  In,   1922,  instead  of 
a  net    .     bh  as  shown  in  the  stite.nent 
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sent  through  the  mails,  there  was  a 
deficit    of  ;'|;7,200.     Among  the  papers 
of  the  bankrupts  was  discovered  a  balt^nce 
sheet,  prep£a?ed  by  a  public  account-^^nt 
employed  by  A  and  B,  that  showed  a 
deficit  of  4fi4,200.  Notvjlthstanding 
this  audit,   they  mailed  fin...ncial 
statements  to  concerns  from  whom  new 
purchases  were  made  vi^hich  did  not  agree 
with  the  audit. 

Bankruptcy  proceedings  against  this 
concern  resulted  in  the  preparation  of 
a  schedule  of  assets  and  liabilities, 
which  on  March  ki2,  1923,  showed  a  total 
deficit  of  ■:;ji35,622,  the  discrepancies 
between  the  books  of  the      -n^-uptp  -^.nd 
the  soateiaents  they  had  nude  for  the  pur- 
pose -^f  obtaining  merchandise  and  lines 
of  credit  were  made  the  basis  of  a 
prosecution  on  charges  of  using  the  mails 
to  defraud  and  of  conspiracy  to  violate 
the  bankruptcy  act.     The  A  and  B  brothers, 
inciudin^,  ^^nother  brotxxer  who  was  an 

employee  of  the  concern,  pleaded  g  .ilty 
end  v;ere  sentenced  each  to  pay  a  fine 
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of  ^iiiron  r   sentence  v\^hich  the  creditors 
and  those  who  had  prosecuted  the  case 
regarded  as  very  lenient. 

Example  3: 

Juggling  accounts  to  make  them  shov; 
a  stronger  current  position  for  a 
business  than  the  facts  justify,  is 
one  method  resorted  to  by  coiiimerical 
criminals  v/no  v  :  nt  to  get  more  credit 
than  would  be  given  them  if  the  true 
facts  v.ere  knov«-n.     This  juggling  can 
be  done  without        -^^^ing  the  figures 
indicating  the  net  vi/orth. 

A  case  is  cited  of  a  clothing 
1.  .  nuf  ac '.urer   .iio  personally  prepared  a 
stateriiont  showing  his  capital,  as  the 
sole  proprietor  of  a  business,  to  be 
;jp203,0^'^.     Ke  later  made  an  entry 
charging  accounts  receivable  with 
$50,000  and  charging  accounts  payable 
v/ith  ^5^50,'JOO  reducing  his  inventory  by 
:^j)100,000.     He  had  a  personal  account 
in  an  out-of-tovm  banlc.     He  o\'ed  the 
business,  c.c.ordin,^  to  his  busines:: 
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books,  '"■22, 000 f  on  December  30th.  On 
December  31st  he  ae posited  checks  drawn 
on  the  out-of-town  bank  for  that  amount, 
clearing  up  his  loan  from  the  business. 
On  January  kind  he  drew  from  the  business 
checks  totaling  ijjioS^OOO,  and  deposited 
them  in  his  personal  bank  :  ;jount.  ht 
the  time  he  drev^/  the  checks  on  his 
personal  account  he  had  but  ,^1,000  credit 
there.     In  u  sole  proprietorship  the 
drawing  account  is  a  legitimate  charge 
against  capital  account,  v/iiich  rhould  have 
been  reduced  by  .,/(d2,000.     x^ii  accountant, 
checking  a  year's  transactions,  would 
reveal  the  nature  &nd  purpose  of  these 
transactions.     He  would  find  the  changed 
ststus  of  current  liabilities,  and  the 
inflated  net  worth.     I'he  ratio  between 
current  asiets  and  current  liabilities, 
which  credit  grantors  study,  v^as  material- 
ly misstated.    V/hen  bankruptcy  c:me,  the 
creditors  received  tbout  three  cents  on 
the  dollar.    Discharge  froi.i  bankruptcy 
is  being  opposed  in  this  case.  Liabili- 
ties at  the  time  of  failure  were  estimated 
at  .ip450,000  and  assets  at  ;rt>lOo,000. 


I 
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Mis  represent '.it  Ion  by  "Puj^licate  Name"  Scheme. 

Under  the  "duplicate  name"  scheme  of  per- 
petrating credit  fraud,  the  person  deliberately 
takes  the  name  of  some  well-established  firm.  He 
places  liberal  orders  for  merchandise,  b^  telegraph, 
giving  a  diffr-r-ent  street  address  in  the  same  city 
that  the  firm  is  located.     At  the  receipt  of  the 
orders,  the  manufacturer  or  whol3saler  ordinarily 
looks  up  the  credit  rating  of  che  firm.     If  this  is 
found  satisfactory  and  che  fraud  is  not  detected, 
the  goods  are  shipped  in  accordance  v/ith  the  tele- 
gram.    Thg  credit  criminal  receives  the  merch<':u.ndise 
on  the  strength  of  the  credit  rating  of  the  firm, 
carries  the  goods  av.ay  and  disappears  before  the 
bills  rendere"   'o  the  highly  rated  concern,  bring 
the  fraud  to  ligiit.     Loss  can  be     voided  on  this  type 
of  credit  fraud  by  the  rC' j.iirement  that  all  orders 
be  confirmed  by  mail  before  shipment.     Some  states (1) 
have  enacted  statutes  requiring  the  filing  of  a  cer- 
tificate setting  forth  the  real  names  of  persons 
transacting  busines-  M.nier  pj-^tnership  or  assumed 

names.  The  statutes  are  usually  ^^enal  in  their  nature 
providing  fines  or  imprisonment  for  their  violation. 


(1)     Corpus  Juris  -  \^ol.  45,  §13,  p. 37/  -  Topic  head- 
ing "Nvmes"  -  Section  on  "Restriction  on  Names"  - 
Ilniong  other  states,  the  following  have  enacted  True 
name  statutes:     New  York,"  Kentucky,  California,  Texas, 
Vermont,  Michigan,  Washington,  iirizona,  and  Connecti- 
cut . 


"Fske  Reference"  Sch(;n3. 

Often,  the  credit  criminal  in  obtaining  a 
line  of  credit  ^Jitilizes  the  "fake  reference"  scheme. 
The  procedure  consists  in  renting  desk  soucq  or  ii^ail 
privileges,  at  little  cost,  in  leading  office  build- 
ings in  New  York  ana  other  cities.     Then  he  approaches 
the  creditor  he  _-'Poposes  to  mulct,  supplying  the 
names  of  organizations  conforming  with  the  addresses 
where  ho  has  secured  desk  or  mail  privileges. 
Thus,  he  vouches  for  his  ov/n  character  and  integrity 
and  obtains  as  much  credit  as  his  misguiding  impressions 
affect  the  c&ieless  conclusions  of  the  cr(;ditor. 

"Loan"  Scheme. 

otill,  another  plan  of  undeniedly  malign 
intent  is  the  "loan"  scheme.     This  involves  tne  sud- 
den disclosure  of  loans  of  fictitious  character. 
Ir     he  recent  financial  statements  these  loans  would 
not  oe  listed,  but  the  bookkeeping  reco2?ds  or,  later, 
the  bankruptr'-r  s'^.hedules  f:re  wade  to  slo-/  the.1  r-^- 
ceipt  from  inuiviaaals ,     Generally,  these  dtte  oack 
for  several  years.     Consequently,  an  apparently  sol- 
vent concern  is  imraedit;  tely  plunged  into  bankr^'^  cy 
by  the  reduction  of  its  assets  due  to  cash  payments 


made  in  settlement  of  these  loans. 

The  above  mentioned  methods  and  examples  c " 
misrepresentation  can  be  generally  th'-varted  by  credit 
men  if  they  are  always  on  guard,  and  demand,  courageous- 
ly and  with  determination  the  pubmis.sion  of  fully 
authenticated  stttements.     It  is  nt  this  ptf  rtin^^  point 
of  credit  operations  that  all  the  damage  is  usually 
done.     The  laxity  and  carelessness  manifested  in  this 
first  stage  has-f-->-".  the  credit  criminal  to  continue  in 
his  visions  procedure;  the  diversioii  of  money  and  prop- 
erty--the  second  stage  in  the  development  of  credit  fraud. 

2,  Diversion. 

Diversion  consists     -  ^'^appropriation  or 

concealment  of  property  or  money.     This  fraudulent  act 
is  not  only  restricted  to  instances  v.here  credit  has 
been  obtn'^-^  by  fraud,  but  frequently  occurs  under 
circumstances  v;hen  credit  „as  extended  on  a  properly 
justified  basis,     h  person  may  engage  in  biisiness  for 
several  ye>.-s_,  meet  hiL   .  ,„..^o.tions  prom^.._,/_,  ..ad  create 
a  large  "line  of  credit."     Presently,  due  to  predetermined 
motives  or  in  expectation  of  financial  -everses,  the 
punctilious  person,  no.,  turned  in.o  ^  credit  criminal, 
diverts  the  goods  or  cash  to  his  ovvn  purposes.     To  illus- 
trate these  situations,    r./o  examples  v>^ill  be  presented. 


\ 
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Example  one  will  show  the  concealment  of  merchandise 
obtained  on  credit  by  misrepresentation,  and  example 
two  will  show  the  iiiisappropriation  of     •       to  personal 
purj-'Oses  by  a  iuer-C-.ant  long  oxistent  in  business  and 
enjoying  good  credit  relations. 

Concealment  of  Merchandise. 
"Example  1; 

This  is  ta.cen  from  the  report  on  a 
million-dollar  swindle  which  the 
Investigation  c-       Prosecution  De- 
partment of  tne  National  Associa- 
tion of  Credit  Men  broke  up  twelve 
years  ago.     The  facts  were  as  fol- 
lows: 

The  trail  was  picked  up  by  the 
investigator  in  St.  Louis,  which 
v/as  the  scene  of  one  of  the  coups 
of  t..-is  particular  gang.     What  ap- 
peared to  be  a  flouris::ing  esta- 
blishment     i  been  abandoned  over- 
night by  the  proprietors.     An  in- 
vestigation showed  that  all  assets 
had  disappeared  wi':".  ':" 

From  the  many  c realtors  of  the 
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defunct  concern,  the  investigator 
was  able  to  obtain  scores  of  letters 
vi^liich  had  been  \\ritten  by  that  con- 
cern.    He  noted  that  the  ini.ti&ls  of 
the  stenographers  who  wrote  the  let- 
ters indicated  that  majiy  stenof raphers 
had  v/orked  on  the  letiucrs.     ...cs  sep- 
arated them  according  to  the  initials 
and  soon  discovered  that  each  steno- 
grapher appeared  to  have  worked  -.boui: 
one  week. 

From  typewriter  and  employment  agencies 
ana  secrecL-rial  schools  in  'dt,  Louis,  he 
soon  learned  the  names  of  stenographers 
who  had  been  sent  to  this  concern  about 
the  dates  lu.  icated  in  tueir  lel:ters. 
Fifteen  of  the  stenographers  who  had 
worked  for  the  concern  \'/ere  found  and 
interviev. ed .     From  the.:i  uouuic^uj  des- 
cription of  the  members  of  the  firm 
were  obtained,  together  with  additional 
information.     ^,vo^al  of  the  stenographers 
told  of  .;.ailing  registered  letters  one 
day  a  week  from  a  certoj'n  post  of  f ice  •  station. 
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Through  the  post  office  officials, 
the  address  to  which  these  letters 
were  mailed  -.as  learned.     The  mem- 
bers of  the  firm  were  tr-iced  to 
Baltimore  and      ■     rted  several  v/eeks 
later,  after  they  had  established 
another  flourishing  business  and 
had  set  up  a  ne.-  line  of  credi'.  "■nder 
different  names. 

The  trail  led  to  a  wholesale 
house  in  Philadelphia,  to  which  it 
>vas  learned  the  merchandise  obtained 
by  the  fraudulent  concern  was  sent. 
This  Philadelphia  .vholesale  house  also 
bought  from  the  concerns  which  shipped 
goods  to  the  fraudulent  firm,  so  thrtl. 
it  was  difficult  to  determine  v/hat 
part  of  its  stock  had  been  legitimate- 
ly obtained  and  part  had  been 
sent  by  the  credit  criminals.  Con- 
victions were  obtained  in  tnese  cases." (1) 

An  individual  sold  merchandise  and 
destroyed  t:--  invoices.  Investigators, 


(1)     Ibid  -  page  1? 


after  bankruiptcy ,  found  a  list  of 
orders  tucked  away  in  a  drav/er. 
Going  to  the  customers,  the  inves- 
tigators ob'-  '^rd  cancelled  checks, 
and  the  cash  v^as  traced,  after 
several  transfers  and  endorsements, 
to  the  personal  accounts  of  the 
bankrupt  and  his  wife.     The  failure 
disclosed  assets  of  $14,000  and 
liabilities  of   /9i: ,000.  ( 1)  " 

5.  Bankruptcy. 

Out  of  this  fraudulent  diversion  or  misappro- 
priation of  assets  from  the  legitimate  purposes  of  the 
businesij,  insolvency  inevluaoly  arises;  soon  followed, 
very  coi..xiiOnly ,  by  bankruptcy- -the  stage  that  culminates 
with  the  realization  of  heavy  losses.     It  may  "/ell  be 
mentioned  r.t  tnis  point  that  there  are  ouiier  causes 
of  f s:. ilures--incompetence,  inexperience,  lack  of  capital, 
business  lo';?'^?.   ^nd  the  like.     If  the  insolvency  Vi/as 
brought  abou':  by  any  of  tiiese  luLter  causes,   there  iaay 
yet  be  an  opportunity  available  for  the  salvaging  of 
a  considerable  portion  of  the  ast^ets,  or  even  the 
pos.,iuility  of  r*ei-£  oi j.itat ing  the  bu'~;iness,  which 


(1)     Ibid  -  Example  1,  page  17. 
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oftcn  brings  full  protection  to  the  creditors.     On  the 
other  hand,  if  this  condition  is  reached  by  the  malicious 
functions  of  a  credit  crimin-il,     he  problem  is  one 
of  conserving  and  salvaging  the  remaining  assets,  as 
best  possible,  though  the  opportunity  for  full  recovery 
is  very  limited. 

iViethods  of  BanKrupLcy  Frauds . 

Credit  men,  investigators,  and  bankruptcy  court 
officials,  in  administering  these  bankruptcy  estates, 
have  found  th;'t  credit  criminals,  even  w.^en  uiiaer  the 
orders  of  the  court,   cormnit  certain  f  raiids ,  which  are 
generally  temmed  "bankruptc;^  frauds".     xhese  include 
among  others  the  creation  of  fictitious  debts,  the 
embezzlement  or  concealment  of  assets,     he  raising  of 
debts  to  benefit  certain  creditors,  the  offer  of 
surreptitious  compositions,  and  the  preference  of  re- 
lations and  friends, 

Bo-nkrupt cy  hi s appr opr iat ion . 

As  a  general  rule,  it  may  safely  be  stated  th- t 
there  are  very  fev;  bankruptcy  proceedings  that  ai-e  not 
somewhat  ^tainted  v/ith  fraud.     To  illustrate  this  kind 
of  fraud,   two  examples  will  be  cited: (1) 

( 1 )     Ibid  -  The  above  are  examples^'2  and  3,  page  17. 
]?or  cases  on  conce-^.lment  of  property  see  Milv.-aukee 
Gorrugsted  Go.  v.  Flagge  19F  (8d)  518  -  In  re  Davis  - 
'<d8P  (2d)  883  -  In  re  Seifert  -  18F  (2d)  444  -  In  re 
Lesrner  -  ..9F  (2d)  795. 
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"Sxample  1: 

A  hat  manufacturer  in  Nevi/  York 
had  an  auditor's  statement  made 
which  showed  a  net  worth  of  >^5,000, 
but  gave  to  his  creditors  a  state- 
ment prepared  hy  himself,  showing 
a  net  v/orth  of  ^jv53,000.     The  dif- 
ference of  H?48,00v0  is  principally 
accounted  for  by  the  fact  that  he 
used  notes  payable  to  friends  or 
relatives  in  the  amount  of  -^37,000 
as  part  of  his  c&pital,  instead  of 
showing  them  on  his  statement  as 
liabilities.     He  wa?  prosecuted  in 
Ne\7  York  on  a  charge  of  making  a 
false  statement  and  misappropriation 
of  •  r-ets,  pleaded  guilty,  and  was 
given  c   suspended  sentence.  He 
v;ent  into  bankruptcy,  with  assets 

of  .^20,000  and  liabilities  of  .j^QS^OOO. 
Bankruptcy  Concealment. 

_i     .  _  -  -  <^  » 

Investigators  cite  a  case  in  wnich  a 
man  named  X  failed  in  a  southern 
state>  \vith  assets  of  ^;|ik;8,737  and 
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liP.bilities  of  .^61,000.  During  the 
bankm^  +cy  proceedin '^'^  £  composition 
offer  of  '^5  cents  on  tnc  '^L^±lL.r  .;as 
made  and  was  being  seriously  considered 
when  investigators  from  the  Investiga- 
tion and  Prosecution  Department  of  the 
National  Association  of  Credit  Men 
were  called  in.     Nevly  painted  boc rds 
in  thr  warehouse  led  to  a  stooii  of  mer- 
chsndise,  valued  at  .^|;4,200,  concealed 
betv/een  the  ceilin-:    rd  the  roof.  New 
flooring  in  the  garage  used  by  X  led 
to  a  buried  lot,  of  checks , invoices , 
and  papers  r/hich  proved  to  be  X's 
records,  though        had  claimed  that  he 
kept  no  books.     One  of  the  checks  was 
in  payment  of  rent  on  property  in 
anotner  city,  and  additional  merchcndise 
valued  at  more  than  ;;{)20,000  \vas  found 
there,     '-"-'he  tot  1  concealed  merchrndise 
recovered  .^us   Vi_.iuo-        ..„i^^^,000  v/nich 
added  to  the  visible  merchandise  listed 
by  the  bankrup-t-,   gave  nearly  ;,i)Gl,000, 
making  the  buinLi-upt  nearly  solvent.  He 


was  indicted,  tried,  convicted,  and 
sentenced  to  two  ye^.rs  in  the  Atlanta 
penitenti&.ry  • 

Comment  of  Judge  on  Frauds. 

Commenting  upon  the  prevalence  of  frauds,  a 
judge(l)  stated  in  pc<rt:     "That  fraud,  in  considerable 
quantity,  £.nd  of  excellent  quality,  is  to  "be  found 
among  bankrupts,  admits  of  no  dispute.     Court  records 
establish  the  fact.     ;;ere  such  records  to  oe  examined 
with  care,  it  might  also  be  discovered  that  very  often 
creditors  invite  the  frauds  directed  'i^^- inst  them. 
The  extension  of  lines  of  credit  th^.t  cannot  be  justi- 
fied by  the  character  of  the  aebtor,   or  by  ]js  financial 
standing,  affords  him  the  occassion  to  make  a  bankruptcy 
fraud  profitable.     under  conditions  such  as  frequently 
come  to  light,  my  wonder  is  not  that  crimes  against 
the  bankruptcy  law  are  so  many,  but  that  they  are  so 
few."     These  statements,  no  doubt,  dis^.lcy  an  under- 
standing of  some  of  the  human  factors  involved,  and 
merit  the  earnest  consideration  of  all  persons  interested. 

Failures  and  The  Human  Factor. 

The  ciiaracter  and  integrity  of  the  person 
v'ith  whom  credit  relations  are  to  oe  8stubli£;hed  should 


(1)     Hon.  John  C.  Kno>,  Judge  of  the  H.  3,  District  Court 
for  So.  District  of  New  York  in  "Credit  Frauds  due 
to  Excessive  Extension  of  Credit"  -  Ibid  page  ^0. 
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thorougiily  and  cautiously  investigated.     In  fact, 
it  should  be  deemed  paramount  to  the  financial  ability. 
Every  source  of  information  should  be  resortea  to,  and 
no  "ressonable  doubt"  should  ':)e  permitted  to  exist, 
■jVere  no  complete  or  sufficient  reports  available 
at  one  mercantile  agency,   investigate  at  the  other, 
or  at  the  creo.it  bureaus   urtablished  by  credit  men 
or  trade  associations.     These  days,  cautious  and 
stringent  credit  grentors  obtain  reports  from  ..ll 
information  bureaus,  thereby,  enabling  themselves 
to  deduce  a  consensus  of  opinion,     hs  a  rule  leports 
from  credit  agencies,  as  to  the  r vitecedent s ,  character 
and  trade  opinion  of  ohe  person  i  ivestigated,  are  at 
variance.     Cursory  reference  to  l-  ting  books,  oral 
recommendation  or  general  trade  opinion  has  no  vtlue 
in  the  judgement  of  an  enlightened  credit  grantor, 
who  hfis  fully  realized  that  such  superficial  examina- 
tion is  fraught  v.ith  loss,  unoapable  of  determination 
at  the  sts.rt. 

Personal  and  Non-Personal  Causes  of  Failure. 

The  causes  of  business  failures  have  been 
classified  into  tv»o  main  groups,  lersonal  and  non- 
personal,  those  proceeding  from  the  individual  them- 
selves, and  those  esteemed  to  be  outside  of  their 


control.     Under  the  personal  grouping,  there  are  eight 
distinct  causes,  and  in  the  non-personal,  three,  as 
follows: 

A:     OUE  TO  FnULTS  OP  TEOiiE  PAILIlIG(l) 

Incompetence  (irrespective  of  other  causes) 
Inexperience  (v/ithout  other  incompetence) 
Lack  of  Capital 
Unwise  Credits 

Speculation  (outside  ref^iilar  business) 
Neglect  of  business   ( iuo  to  doubtful  habits) 
Personal  Extravagance 
Fraudulent  Disposition  of  Property 
B:     NOT  DUE  TO  FAULTS  OP  THOSE  FAILING 

Specific  Conditions  (disaster,  war,  floods,  etc.) 
Failures  of  Others   (of  apparently  solvent  debtors) 
competition 

Comparison  of  Ceruses. 

The  proportion  of  frilures  credited  to  the 
personal  cruses  have  al\Ya::'-s  been  over  70  per  cent, 
the  highest  recorded  n-.ar.-c  of  86  per  cent  being  reached 
in  1918,  and  the  lov\/est  of  74.8  per  cent  in  19k;l,  In 
1928,  it    '.as  77.4  per  cent,  and  19ki9,  i.t  rose  to  79  per 
cent  (i.L.ujLe  I).     In  &11  years,  three  caus'js  of  failure 


(1)     Bredstreet's  Failure  Statistics  -  page  5 
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predominates ; --Lack  of  Capital  and  Incompetence  among 
the  personal  .  .nd  Specific  GonditionE  amon^^  ox.e  non- 
personal  causes.     In  comparing  the  personal  causes 
for  1928  and  19k;9  we  observe  thit  Incompetence  re- 
mained unchanged;  Inexperience  rose  sli3ht. ly  from 
4.8  per  cent  in  19k;S  to  4.9  in  19kj9;  Lack  of  Capital 
rose  from  35.8  per  cent  in  19^8  to  57, per  cent  in 
1929.     Sligiit  increases  occured  in  the  follov/ing 
causes  betv/een  1928  and  1929:     Unwise  Credits  from 
1.3  to  2.1  per  cent.  Failures  of  Others  from  1.3 
to  1.5  per  cent.  Extravagance  from  .4  to  ,5  per  cent. 
Neglect  from  .8  to   .  c)  per  cent,  and  Competition  from 
3.6  to  3.9  per  cent.     In  the  non-personal  group. 
Specific  Conditions  fell  off  from  17.7  per  cent  in  1928 
to  15.6  per  cent  in  1929,  Speculation  rose  blightly 
from  .2  to   .."^  per  cent,  respectively,  and  Fraud 
dropped  from      7  per  cent  in  1928  to  1,7  .per  cent  in 
1929  . 

When  the  influences  of  the  causes  of 
failure  are  applied  to  the  liabilitien  of  19^9,  some 
significant  vr,ri^:.t  ions  are  revealed.     Lack  of  Capital 
led  in  volume  of  damage  with  33.1  per  cent  of  all 
liabilities  attributed  to  it;  Specific  Conditions 
came  second  v/ith  25.1  per  cent  charged  to  them;  and 
Incompetence    •■'■^  third  with  18.1  per  cenc.  These 
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TABLE  I 

PEHGEMTivaEL^  OF  NUMBEK  OF  FKlLUKiiiS  AND 
LIABILITIES  IN  THE  UNITED  oTATES  IN  1929  AHD  1928. 
Classified  as  to  Causes(l) 
(Rearranged  by  the  writer) 


P  S 

ROE 

N  T 

Failures  due  to 

NUMBER 

LIABILITIES 

1929 

1928 

1929 

1928 

PEhSONAL  CONTROL 

31.4 

31.4 

18.1 

18.9 

4.9 

4.8 

«^  .  <o 

2.3 

5".  2 

35.8 

33.1 

34.4 

^  .  1 

7.5 

2.3 

.3 

.2 

1.2 

.6 

.  5 

.4 

.4' 

.3 

.9 

.8 

.4 

,4 

1.7 

2.7 

2.0 

3.3 

,9.0 

77.4 

64.9 

62 . 5 

OUTSIDE  THEIR  CONTROL 

Specific  Conditions.. 

T  c 

17.7 

25.1 

31.4 

Failures  of  Others... 

1.5 

1.3 

7.8 

3.7 

3.9 

3.S 

2.2 

2.4 

iil.O 

2  't~,  .  o 

o  o  .  1 

37." 

(1)  Bradstre  .-':' s  -  Failure  Statistics  for  1929  -  page  P 
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three  causes,  however,   claimed  smaller  liabiliti'^^s 
in  19k;9  than  in  19 '^8 ,  when  ^  he  percenta     r  for 
the  l-i'-ter  year  v/ere,  respsc ':ively ,  34.4,  31.4 
and  18.9  per  cent.     If  ..e  comolne  these  three  causes, 
we  observe  that  for  19^.9  they  accounted  for  76.3  per 
cent  of  the  liabilities,  as  a-rinst  84.7  per  cent  in 
19^8,  a  decline  of  b.'±  per  cent  for  19^;;9.     fhe  reduc- 
tion for  these  causes  is,  however,  slightly  exceeded 
by  increases  in  the  follov/ing  cauG^s:     Unwise  Credits, 
claiiu-.a  7.5  per  cent  of  all  liabiliLies  in  19^29  against 
Id. 3  per  cent  in  1928,     Failures  of  Others  7.8  per  cent 
as  against  3.7  per  cent,  respectively,  and  Specularion 
with  1,2  per  cent        ^^-..nst   .6  per  cent,  re.spuoL  iveiy , 
a  total  increase  of  9.9  per  cent  in  19k.9.     bmaller  tota  ls 
of  liabilities  were  claimed  by  Fraudulent  Disposition  and 
Competition  in  192'9.     Siirrirning  up  thess  cLuses  according 
to  their  main  classification,  personal  causes  accounted 
for  64.9  per  cent  in  1929  and  62.5  in  1928;  while  non- 
personal  causes  claimed,    "--pectively,  35.1  and  37.5  of 
the  total  liebilities. 

The  above  fl  ares  prov-^     rnclusively  and  ir- 
f r T-"'  ^  '        .'.s-js  -,re  culpable  for 

"  -   little  cv  er -  two-thirds  of  the  number 

of  fail^ores  and  of  the  tottl  of  .11  losnes.     To  com- 
plete the  presentation  of  this  vital  figures,   iu  is 
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relevant  to  consider  the  influonce  and  relations.  ..^j 
of  ti.ie    capiLul,   Liiu  credit  ratln,    and  the  liabilities 
of  those  failing.     In  the  great  majority  of  instiaices, 
lack  of  Capital  and  scanty  Credit  have  usually  gone 

together  in  the  failure  record? .     Of  the  total  number  of 
failures  in  the  United  States  and  Canada  during  19ki9, 
9k,. 1  per  cent  vvere  attributed  to  those  with  a  capital  of 
$5,000  or  less,  and  96.4  per  cent  of  those  failing  had 
"Very  ^'od'^^--  ':3  or  l^o  creait  Hating."   (Table  2)  Not- 
./ithstanaing  this  preponderance  of  small  capitalized 
bankrupts,  their  liabilities  accounted  for  44. k;  per 
cent  of  £il  "11.  ^'oilities  in  19kj9  as  &;;^<vin'^t  40.5  per  cent 
in  19^8,  vvnile  txiose  with  <^o,000  liauiiiuies  and  over 
accounted  for  55,8  per  cent  in  19id9  as  against  59.5  in 
192Q,     Those  with  liabilities  from  •:;i5,000  to  .^kiO,000 
claimed  33.9  per  cent  in  19;^  :;  ^ <.^^^inst  40. <j  per  cent 
in  1928.     It  is,    therefore,  safe  to  infer  that  55.8 
per  cent  of  ull  the  li  bilifeies  is  contributed  by  the 
3.0  per  cent  of  those  '-  ve  rating  of  Good  Credit  and 

Very  Good  Credit  or  Kigner.     This  proves  that  the  ratings 
of  the  agencies  should  be  cautiously  investigated  before 
any  credit  relations  are  established. 

The  Extent  of  Business  Failures. 

In  continuin,"  .analysis  of  the  lot^^a  ciUb- 


-38- 

TABLE  II 

FiilLUKij^S  IK  THE  UNITlliP  STATES  ^.ND  GiiNADA 
Classiried  according  to  Greait  xiatin^s, 
to  Liabilities  and  to  Gapitc...  ■,..,^jloyed. 
In  19^9  ana  19b8 ( 1 ) 


19^9  1928 
1^0.     P.ct.       No.  P.ct. 

CREDIT  KaTINQ  OF  TI OSE  ■vHQ  i'"'i.ILED. 
Total  Number  of  Failures  U.S.  and  Canada  kil,805  100.     22, £46  100. 
Number  failing  v/hich  had  Very  Moderate 

or  No  Credit  Rating   21,027  ■  96.4  21,389  96.1 

Number-  Failing  rated  in  Good  Credit   704-  •    3.2        772  3.5 

Nuirb?Dr  failing:  rated  in  Vei-y  Good  Credit 

or  HigherT   74         .4  85  .4 

T.TkRILXTIEa  OF  THQ^  IVHO  FAIITUD 

Total  Number  of  Failures  U.S.  and  Cmnda  21,805  100.  22,246.100.. 

Total  with  less  than  ;,;i5,000  liabilities.     9,645    44.2    9,007  40.5 

Total  v;lth  ■:j^5,000  liabilities  and  over..  1,;,160    55.8  13,239  59.5 

Total  v/lth  >iii5,000  to  ,^20,000  liabilities     8,05-^     36.9     8,938  40.2 

Total  with  |20,000  to  ;|50,000  liabili- 
ties .'  10.7     2,601  11.7 

Total  with  -^.50,000  to  .^100,000  .  llabili-. 

ties   l,00ii       4.6        865  3.9 

Total  with  ^100, 000  to  :;i;500,000  liabili- 
ties  695       3.;^        717  3.2 

Total  with  •^)>500,000  liabilities  and  over  79        .4  77  .5 

Total  ?/ith  vl, 000, 000  liabilities  and 

over   "74         .3  41  .2 

Ci^FI':i\'-L  EhiP-uO^iTED  3Y  THOSE    .HO  FAILED 

Total  number  of  failures  U.S.   and  Canada  ;dl,805  100.     2ki,246  100. 

Totsl     ith  jp5,000  capital  or  less   20,082     92.1  L^0,175  90.7 

Total  with  over  •,ii5,000  and  less  than 

.;^20,000   1,  182     5.4     1,493  6.7 

Totsl  with  .^20,000  and  less  than  ;i>50,000  345  l.G  422  1.9 
Total  with  :|i;50,000  and  less  then 

Vl00,000   139       .7         122  .6 

Total  vith  ^{'100,000  and  less  than 

$500,000   42       .2  33  .1 

Total  Vvii:h  -^500,00  and  over   15       .07  1 

Tot';l  with  >^1,000,000  snd  over   7  .03 


TD     Brcdstreet's  Failure  Statistics  -  page  8 
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tained  by  business  institutions  in  general,  v/e  shall 
consider  first,  the  extent  oi'  such  losses  to  ohe  num- 
ber in  business;  second,  the  financial  burden  on  the 
creditors,  and  third,  the  effect  of  the  lack  of  adequate 
records  in  relation  to  liquidation  in  bankruptcy.  The 
number  of  commercial  failures  in  19'd9  was  19,703  out 
of  the  total  number  in  business  for  the  same  year  of 

-.13, 955  or  .95  per  cent,  with  Assets  of  ^351  Millions 
and  Liabilities  of  ^628  Millions,  a  55.9  per  cent  ratio 
of  assets  to  liabilities,  accordin.r;;  to  one  set  of  statis- 
tical figures  compiled.  (Table  3)     These  ^■^V  •■ires  include 
only  business  failures  "involving  some  loss  to  creditors 
of  individuals,   firms  or  corporations  engaged  in  ordinary 
commercial  operations.     Under  this  classification,  failures 
of  fjrof  essional  men,  such  as  physicii^ns ,  lav/yers,  and 
actors,  as  v.ell  as  stockhi^okers ,  a-.ia  real  estc  te  dealers, 
hFve  no  place,"  (1)  but  ao  xaoj-aue  suspeiisions  of  ot.nks 
and  other  strictly  financial  institutions.  According 
to  another  statifetical  compilation,  there  were  22,909 
commercial  failures  in  lu'^'j,  oat  oi  ^,k;lk:,779  businecr. 
concerns,  or  1.04  per  cent  (Table  4),  v/ith  Assets  of 
.,i)226  Millions  and  Liabij.ities  of  ^483  Millions(2),  a 
retio  of  44.         r  cent.     These  figures  include  the  same 


(1)  Bradstreets  - 

(2)  Dun's  Review 


page  4  - 
-  page  9 


Definition  of  business  fc-ilure. 
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classif ication  as  the  former.  Tut  the  discrepancy  possibly 
arises  out  of  sorne  disirailari ty  in  the  iiiethod  of  pecuniary 
evaluation.     For  the  year  19^8,  in  tiie  former  compilation, 
the  number  failing  was   .90  per  cent  of  ^.11  concerns  in 
business,  and  the  ratio  of  Assets  to  Liabilities  was  53.8 
per  cent;  while  in  the  latter,    /.ey  were  1.08  and 
respect ivel;;-.     There  was,  apparently,  a  decrease  in  the 
number  of  bankruptcies  in  19k;9  of       '  c       ..e  r  cent,  and  an 
increase  of  the  ratio  of  Assets  to  Liaoilitics  of  about 
2,1  to  7.5  per  cent.     Ihese  variations  and  changes  are 
merely  indicative,  and  serve  tiieir  purpose  well  as  an 
indication  of  cominercial  mortality. 

When  these  commercial  failures,  as  classified 
above,   -^re  combined  vvith  tnose  tixat  have  been  excluded,  we 
are  astounded  at  the  result.     The  bankruptcy  analysis (1) 
for  1929  sets  57,039  cases  as  concluded  and  that  of  the 
year  1928,  53,444.     The  total  losses  through -bankruptcies 
in  1929  amounted  to  vB17,282,301,  v^hile  for  19:^8,  the  loss 

was  |762, 577,888;  an.  increase  of  ,54,704,413  in  19;:9. 
During  the  fiscal  year  ending  June  30,   1929,  unsecured 

creditors  lost  ^p610,80'±,811,  vvnile   their  losses  luring  the 

previous  year  ..ere  sp580, 950, 515 .     They  received  in  1929 

|5.53  of  every  ^plOO  o-ved  them  by  bankrupts,  while  during  1928 

they  received  ,^d.31.     The  decrease  from  the  1928  figure 

( 1)     The  Credit  Tonthly  -  -^*nalysis  of  the  United  States 

Bankruptcy  Statistics  -  For  Fiscal  Year  Ended  June  30, 
1929  and  1928. 


Tablf5 


*4 


I 


IT 


I 


5  t 


t;  ^  ^ 


^  ?  *y 


nT  <f  <^  ^  ^  <  -  -  o     ^  < 


S  2  ^  9^  >^  ^  P       cs-  >i  '/i 


^  ^  S  V?  ^  W  ^"^  ^0     K  nf 


I  .  .    ^  H)    ^llf  ^  < 


''O      V,        ty^sj  <>N^ 


it 


OJ:   ^    \    ^   \    .-^     -N  >| 


^  ^  1     i  ^'  ^  "1  "1 


I 


TABLE  IV 

fi^RGSNTAGES  OF  F.-TLURES  TO  TIIE  TQTiOj 
NUT/H^ER  OF  BUSINESS  COI^CaKNS  IN  THE  UNITED  r?A.TES(l) 


No.  Of        No.  Of  Business      per  Gent  Of 

YiiiiiRo  Failures  Concerns  Failures 

1929   2ki,909  2,21i:i,779  1.04 

1928   23,842  2,199,000  1.08 

ia27   23,146  2,171,700  1.07 

1926   21,773  2,158,400  1.01  . 

1925   21,214  2,113,300  1.05 

1924   20,615  2,047,302  1.01 

1923   18,718  1,996,004  .94 

1922   23,676  1,983,106  1.19 

19^1   19,652  1,927,304  1.02 

1920   8,881  1,821,409  .49 

1919   6,451  1,710,909  .38 

1918   9,982  1,708,061  .58 

1917   13,855  l,733,2k^5  .80 

1916   13,993  1,707,639  .99 

1915   2k;, 156  1,674,788  1.32 

1914   18,280  1,65. .,496  1.10 

1913   13,037  1,313,517  .99 


CLASS: 

Manufacturing   3,007  5,924 

Trading   15,417  16,477' 

Agent,  Brokers, Etc.  1,485  1,441 

All  Commercial    kik:,909  ki3,e4;:; 


PER 

3ENT 

1.4  |18o,734,420  ^182,478,119  2.5 
6.4  224,731,366  225,301,426  0.3 
3.1  71,784,410  81,780,079  l2.2 
3.9  Hp483,250,196  ii;i489,  559 ,  624  1.3 


THE  TTUT.IBER  jiND  LIA3I1.ITIES  Or''  GOIvnvIERClAL 
FAIi^URES  IN  ^^E  UNITED  STATES,  BY  CLASoES, 
IN  1929  AND  1928 

MMBii^R         PER  LIABILITIES 
1929       1928     CENT  1929  1928 


(T]  "Year's  Business  Lortality  Shows  xteduction"  in  Du  '  s  R-^view  for 
Jan.  11,  1930-page  7 
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amounts  to  Ik.. 3  per  cent.  Secured  creditors  fared  pro- 
portion; ':sly  better  during  the  year  19^9. 

Financial  Burden  on  Creditors. 

The  cost  of  administering  bankinipt  estates 
through  the  machinery  created  by  the  Bankruptcy  iict 
is  very  expensive,     livery  bankruptcy  case,  beside  court 
costs  is  subject  to  fees  by  the  following  perti-^s: 


1. 

Receiver 

b . 

Counsel  for 

Receiver 

3. 

Trustee 

4. 

Counsel  for 

Truste  -J 

5. 

Refereee  in 

Bankrupt cy 

6. 

Counsel  for 

Banlirupb 

7. 

Counsel  for 

Petitioning  Creditors 

8. 

Accountant 

9. 

Three  Appraisers 

10. 

Auctioneer 

11. 

Fees  for  la^;: 

,'suit  on  preference-clt ims 

During  Lhe  year  19k;9,  court  costs,  fees  and 
other  expenses  of  ad^.inist ration  took  2^. 4k;  per  cent 
of  assets  realized,  wnereas  during  19ic8,  the  expenses 
took  'd'd.lQ,     This  reduction  is  partially  accounted  for 
by  a  decrease  in  attorneys'   feec .     In  19k;9  attorneys 
got  7.89  per  cent,  w/iile  in  they  received  8.49  per 
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cent  of  the  total  amount  of  assets  realized.  Comparing 
these  expenses  with  those  of  adjustment  bureou£(l)  handl- 
ing cases  analogous  to  b&nkruptcy,  we  find  the  bureaus 
average  about  just  half  what  it  v/ould  cost  through 
the  courts.     \  writer,   oonimenting  upon  the  high  cost 
of  bankruptcy,  said  in  part,  "The  truth  of  this  was 
revealed  last  week  in  figures  showing  that  receivers 
and  trustees  in  bankruptcy  in  the  New  York  and  Brook- 
lyn districts  have  been  custodians  of  4^72,000,000  in 
cash  assets  in  the  last  four  years  and  that  more  than 
24, 000, 000  of  that  amount  hr^s  been  spent  for  lav^fyers, 
receivers'   fees  and  administration  expenses. 

"The  records  of  the  ten  districts  throughout 

the  country  selected  for  comparison  show  th;.  t  in  1928 
creditors  received  the  follov/ing  per  cent  of  net  assets: r> 


Vermont 

Connecticut 

Chicago 

Indiana 

Michigan 

Missouri 

Ohio 

Philadelphia 
Wisconsin 

No.  District  of  Nev;  York 


94  per  cent 

72  " 

72  " 

81  " 

86  " 

83  " 

r-  -  It 

66  " 

70  " 

72  " 


"In  contrast  to  these  figures  creditors  in 
the  Southern  District  of  New  York  received  only  62  per 
(1)     Bdmond  I^.  Lincoln  -  ..ppiied  Business  i^'inance  -  p.757 
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cent,  and  in  Brooklyn  75  per  Gent."(l) 

Importance  of  iidequ&te  Records. 

It  ha?  teen  unquestionably  proved  in  the 
adiiiinistration  of  bankruptcy  cases  that  the  lack 
of  proper  bookkeeping  records  is  a  serious  handi- 
cap to  their  equitable  settlement,  and  in  preventing 
credit  and  bankruptcy  frauds.     Statutes  should  be 
enacted  prescribing  that  proper  accounting  records 
should  be  kept  by  all  persons  and  organizations 
utilising  the  luediuin  of  credit  in  tueir  affairs.  One 
of  the  numerous  suggestions  advanced  to  apprise  Uie 
individual  of  the  importance  of  his  business  records 
is  that  "before  extension  of  credit  based  upon  s. 
financial  statement,  the  bank  or  merchant  required  an 
examination  of  the  applicant's  books,     ""/hile  that 
might  not  prevent  the  fraud  if  it  was  intended  that 
it  be  perpetrated  by  diversion  and  concealment  of 
assets,  yet  it  vnould  supply  evidence  from  which  the  real 
condition  of  the  defendan't  affairs  at  a  given  date  could 
be  p^o'^' d  in  court."  (id) 

The  Bankruptcy  Law,  as  it  will  be  shov/n  in 
the  next  chapter,  is  too  broad  and  indefinite  in  its  re- 
quirement for  business  records,  and  complications  arise 
out  of  its  lack  of  def initeness , 

(1)     C.  '7.  ^tiffler  -  "The  high  Cost  of  Bankruptcy"  p.  iJ53 

(<i)iiOn.  J.  .» .  Txiompson  -  Fraud  I>ue  to  Lack  of  Verification 
of  Statements  and  References,  -  p.  kil. 
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CHAPTER  III 

INADEQUATE  RECOiiDa  AND  BANKRUPTCY  PROCEEDINCrS 


Brief  History  of  Bg^nkruptcy  Lpws« 

Before  enterino-  into  the  discussion  of  the 
inf'dequscy  of  the  provision  on  bookkeeping  records, 
it  is  pertinent  to  point  the  '^phenner«?l  character  of 
the  bf'nkruptcy  Isws  fis  s  significant  part  of  their 
history. 

In  the  united  btp.tes,   four  bfnkruptcv  acts 
have  been  enacted. (1)     The  first  «ct  wps  that  of  IROO, 
which  remained  in  force  a  little  over  two  years,  be- 
ing repealed  in  1803.     'i'he  second  act  was  p^^ssed  in 
1841  and  repealed  in  1842,  remaininp-  in  force  a  little 
over  a  year.    The  third  law  was  th«>t  of  1867^  tmended 
in  some  details  by  several  acts,   and  in  turn  repealed 
in  1878  after  a  trial  of  eleven  ye«rs.     For  the  suc- 
ceeding twenty  ye«=rs  a  hiatus  in  bankruptcv  legisla- 
tion existed,  before  the  act  of  1898,   (the  existing 
law)  was  passed,   and  since  amended  by  acts  in  1903, 
1906,   1910,   1917,   1922  and  1926.     In  the  lone  interims 
between  these  laws,  most  of  the  states  made  provision 
for  some  sort  of  bankruptcy  or  insolvency  proceedings. 

Purpose  of  the  Bankruptcy  Law. 

The  enactment  of  these  laws  proceeded  from 

(l)     Samuel  Williston  -  Cases  on  Bankruptcy  -  pp.  4-6 

Charles  W.  Gerstenberg  -  The  Law  of  B^^nkruptcy  -  p.  2 
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the  recognition  by  society  thst  p  considerable  percentflf?e 
of  undert^'k-iners  fail  on  account  of  un^ivoiriflble  hnz^rds, 
and  from  hum^nit nrian  find  economic  motives,  relief  should 
be  provided,     "Discharge  of  debts  by  bpnkruptcy  pro- 
ceedings is  p  legal  process  for  which  provision  is  m^de 
by  society  to  care  for  its  business  failures.    The  pur- 
pose of  the  bankruptcy  lav/  is  not  to  collect  debts,  but 
to  marshall  and  conserve  assets;  to  relieve  the  honest 
bankrupt  of  ^  perm'^nent  disabilitv  to  transact  business 
because  of  the  unfortunate  condition  in  which  he  finds 
himself;  and  to  protect,   so  far  ps  is  possible,  the 
interests  of  the  bpnkrupt ' s  creditors ,"( 1) 

The  inadequacy  of  the  laws  has  permitted  evils 
to  grow  instead  of  remedying  the  condition  for  which  the 
laws  were  purposely  designed.    The  transitory  chpracter 
of  the  first  three  nets  attest  to  this  fact;  while  the 
law  of  1B9B;  though  causing  some  improvement  in  present 
conditions,  has  not,  contrary  to  the  expectation  of  its 
authors,  who'ilv  obliterated  th^m.     We  pre  informed  that, 
"it  seems  evident  that  experience  hPs  demonstrated  that 
the  Ipw  of  1898,  which  its  authors  and  promoters  hope- 
fully prophesied  would  end  ^11  the  pbuses  pnd  scandals 
which  led  to  the  repeal  of  its  predecessors,  has  not 
fulfilled  their  sanguine  expectations;  and  that  the  law 


(1)    Bankruptcy  Problems  -  p,5 
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with  its  useful  features,  is  subiect  to  the 

grpvest  abuses,  which  call  imperatively  for  its 
radical  emendment . " ( 1 ) 

Defects  in  the  bankruptcy  Lpw  and  Procedure, 

The  evils,   as  disclosed  by  ^n  extensive 
survey,  arose  from  the  bankruptcy  I'-w  itself  and  in 
the  administrative  practice  which  had  developed  under 
it.     These  consist  of:(2) 

(1)  Collusive  petitions 

(2)  Fraudulent  compositions 

(3)  Easy  discharpies 

(4)  Insufficient  criminal  provisions 

and  lack  of  prosecution. 

(5)  Unlawful  preferences. 

(6)  Delays  in  settling  estates. 

It  is  not  within  the  limits  of  this  thesis 
to  consider  ^11  the  evils  in  the  bankruptcy  law,  as 
we  "re  mainly  concerned  with  the  provision  dealing 
with  the  failure  to  keep  proper  books  of  account. 
This  is  covered  principally  by  the  evil  of  easv  dis- 
charges,  although  the  other  evils  are  related,  more 
or  less,  in  some  degree,  as  it  will  be  demonstrated 
by  the  cases  used  in  the  succeedinpr  discussion.  All 


(1)  Credit  Frauds  -  p.  29 

(2)  Ibid  -  p.  5 
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the  cpses  referred  to  ^re  from  decisions  reniiered  ffter 
the  f^menfiment  of  1903  wns  adopted. 

The  Evil  of  F^sy  Dj s cb p r ere s. 

"Bankrupts  who  hf've  failed  to  comply  with 
ordiriJ^ry  business  usnges  ond  hnve  not  met  the  most 
fundament ol  requirements  of  the  "bankrupt cv  law  have 
often  found  little  or  no  difficulty  in  securing  dis- 
chnr.cres  from  bankruptcy,     until  a  bankrupt  secures  a 
dischTp;e  he  cannot  pe-ain  enf^p^e  in  business,  or  ac- 
cumulate property.    Title  to  all  his  property  is  vested 
in  the  trustee.    Thus,  refusing  p  discharge  is  one 
form  of  punishment  which  may  be  inflicted  on  a  dishonest 
bankrupt,  but  complaint wps  m^de  that  it  was  seldom  in- 
voked, even  in  flapcr^nt  cases. 

"Failure  to  keep  proper  or  ordinary  books  of 
account,   fraudulent  disposition  of  property  shortly  in 
advance  of  b^^nkruptcy,  concealment  of  assets,  destruc- 
tion of  records,  and  obtaining  money  on  false  financial 
statements--these  pre  some  of  the  pcts  by  a  bankrupt 
wbich  con  be  mode  the  bpsis  of  opposition  to  a  discharge. 
Complaint  was  made  that  these  provisions  nre  too  weak, 
and  tbpt  they  viere  not  often  ppplied,  with  the  result  that 
in  spite  of  the  l^w,  many  bankrupts  were  driven  discharfres 
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nnd  permitted  to  reenter  business,  even  thou^rh  they 
hfid  flouted  the  provisions  of  the  low  ^nd  defrauded 
creditors . 

"It  is  nn  expensive  undert^kinfr  to  inves- 
tigate the  pff^irs  of  ^  h^^nkrupt  for  the  purpose  of 
discoverin,t?  f^^cts  to  prevent  a  disOiprge ( 1 ) 

Thus,  in  this  condemnatory  lan^?^ge,  we 
pre  informed  about  the  evil  of  e^sy  discharges,  ^nd, 
in  port,  Pbout  the  failure  to  keep  proper  or  ordinary 
books  of  pccount.     If  we  consider  the  orijprinpl  pro- 
vision of  the  pct  of  1898  and  the  succeedinpr  amend- 
ments added  thereto  with  the  underlying  legfl  prin- 
ciple embodied  therein,  and  have  both  corroborated 
by  citations  from  the  coui*ts,  we  shall  summarily  con- 
cur Ijith  their  opinion. 

In  the  pct  of  1898,  the  provision  relating 
to  the  keeping  of  books  of  ^'CCount  re^ds: 

"The  iudge  shall  hear  the  applica- 
tion for  a  diechar!?e . , , ,  and  dis- 
charge the  applicant  unless  he  has 

(1)  committed  -^n  offence  or 

(2)  with  fraudulent  intent  to  con- 
ceal his  true  financial  condition 


(1)    Ibid  -  pap-e  6 
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nnd  in  contemplation  of  bankrupt- 
cy, destroyed,  concealed,  or 
failed  to  keep  books  of  account 
or  records  from  which  his  true 
condition  mipiht  be  ascertained, !J  ( 1 ) 
We  observe  that  this  orip:in"l  provision  l^^id  down 
the  principle  of  intention  as  the  controlling  f^'ctor  for 
the  determination  of  the  bankrupt's  true  fin9nci«l  con- 
dition.   The  books  of  f^ccount  or  records  were  only 
regarded        ^  me^tns  of  ascertsininfr  such  finf'ncial  con- 
dition if  possible.    Hence,  the  trustee  appointed  to 
handle  the  estate  hpd  to  prove  conclusively  to  the  court 
thflt  the  failure  to  keep  books  of  f^ccount  or  other  records 
presupposed  the  fraudulent  intention  of  the  b-^nkrupt, 
before  ^n  ob.lection  to  his  discharge  could  be  sustained. 
Such  proof  -^os  so  difflcnlt  to  '^stnbiis^  that  discharsres 
jBould  not  be  denied,  even  if  the  case  was  tainted  with 
apparent  fraud. 

After  the  amendment  of  1903,  the  provision  was 
amended  to  rend  «s  follov^s:- 

"or(2)  with  intent  to  conceal 

his  financial  condition,  destroyed, 

concealed  or  failed  to  keep  books 


(1)     Act  of  1898,  Chap. Ill,  Section  14,   subdivision  (b)  - 
30  (Stat. )  544 
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of  pccount  or  records  from 
which  such  condition  might  be 
ascertained." ( 1 ) 

As  it  will  be  seen,  the  amendment  consisted 
in  the  elimination  of  the  words  ^fraudulent"  in  re- 
gard to  the  intent,  "true"  in  relation  to  the  finnn- 
cisl  condition,  and  the  whole  phrase  "in  contempla- 
tion of  bf'nkruptcy , "     These  omissions  merely  broad- 
ened the  vital  points  in  the  provision,  but  chancred 
nothing:  in  the  underlying  principle,   lef^vinc'  it 
intact  and  open  to  inumerable  difficulties  in  its 
application. 

Applying  the  principle  of  intention,  the 
courts  h^ve  said,   "th<^  mere  ff^ilure  to  keep  books 
or  keepinrr  such  books  as  in  fact  deceive  creditors 
as  to  the  bankrupt's  condition  if  kept  without  pur- 
pose to  conceal,  is  insufficient  to  prevent  dischar(?e . "  (  2  ) 
May  v/e  psk,  how,   then,   should  the  purpose  to  conceal 
be  established?     Ordinarily,  books  of  account  are  kept 
by  a  person  to  record  pll  his  transactions  and  to 
know  the  financif'l  condition  of  the  business  or  trade 
in  which  he  is  ens;nged.    These  books  are  prim^-rily  a 
record  for  his  personal  information,  and  in  order  to 
know  correctly  his  financi;"!  standinp-,  he  woul'^  keep 

(1)  Amen^m'='nt  bv  Act  of  Feb.  5,   1903  -  Paragraph  4, 

32  (Stat.)  797 

(2)  Federal  Digest  -  Bftnkruptcy  -  Section  V.  r).  2047, 
also  '"herwood  Shoe  Co.  v.  •''-'ix,  240  OF)  692;  In  re 
Brockman,  240  (I*)  692;   in  re  Brown,   199  (F)  356. 
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or  see  th^t  the  books  pre  kept  in  p  foir  degree  of 
pccurflcy.    Books  incorrectly  kept,  undoubtedly  indi- 
cate thPt  he  depends  for  the  truthful  presentation 
of  the  condition  of  his  pff-oirs  on  certpin  transpc- 
tions  or  f^cts  th-^t  he  carries  in  his  mind.    To  include 
them  in  his  books,  it  would  injure  his  credit,  hence, 
their  exclusion  is      vicious  rnr\  ill-intentioned  pction. 

The  courts  hpve  in  numerous  instances  p1- 
lowed  dischprges  for  insufficient  evidence  of  intent 
bfsed  on  fpcts  pnd  conditions  th^t  pppprently  pre  un- 
wprrpntPble,  but  ^re  deemed  justifiPble  under  the  pp- 
plicption  of  the  principle  Ipid.     The  followins-  digests 
of  cf^ses  pre  typicpl  of  mpny  thPt  could  be  cited: 

"Where  evidence  showed  that  p 
bankrupt  who  h^d  very  little 
business  experience,  kept 
books  of  <=ccount  in  accordpnce 
with  P  system  of  bookkeeping 
which  hpd  been  used  in  the 
business  for  p  Ion?  time,  pn 
objection  to  p  dischprge  on 
the  ground  thPt  he  fpiled  to 
keep  proper  books  of  «=ccount 
with  intent  to  concepl  his 
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finsncifll  conriition  will  not 
be  sustpinerl,"(  1) 

"Ff^ilure  to  keep  proper 
bool?:s  v;hile  prosperous  nega- 
tives the  charge  of  f  pilure 
to  keep  books  with  intent  to 
conceal  the  finnncipl  condition 
when  business  becpme  poor. "(2) 

"V/here  the  bankrupt,   «  public 
official  with  P  Iprge  income 
from  fees,  wps  unable  to  explain 
in  detail  the  disposition  of 
his  income,  except  thPt  p  part 
WPS  spent  on  personal  expenses, 
a  part  on  campaign  expenses,  pnd 
a  part  lost  through  defaulting 
deputies,  this  fpct  does  not  show 
failure  to  keep  books  of  account 
with  intent  to  conceal  his  finan- 
cial condition. "(3) 
Does  it  seem  possible  that  a  person  entrusted 
with  the  money  of  others  is  not  bound,  in  justice  to  him- 
self and  his  creditors,  to  keep  books  of  account?    If  a 

(1)  Collier  -  Annual  Supplement,  p.   146  -  Digest  of 

Ditto  V.  ii/allPce  State  Bank,  32  F  (^d)  971;  also 
Southern  Rock  Island  Plow  Co.  v.  Florence  29F(2d)  397 

(2)  Ibid.  0  p.  146  -  Digest  of 

Toback  V.  Morimura,  Aral  &  Co.,   21F.{g^)  lei;  .iso  In 
,      re  Servel,  30  F  (2d)  102  ;/  ^^^IfoJiiJ.'^o 

(3)  CoUler  -  ^.nnual  Supplement  -  p.l46,  O.  ^*sr  tvi      U)y<^«-,      FC^ -^bo 
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person  has  little  experience,   is  it  not  reoson^ble  to 
"believe  thst  he  would  be  primprily  interested  in  his 
financial  condition,   lest  he  lose  his  cnT:it»l?  ficcept- 
once  of  the  condition  of  inexperience  ps  an  excuse  for 
continuing  the  system  of  books  lono-  used  in  the  business 
is  a  virtual  condonation  of  a  cardinal  duty.     Is  it  con- 
ceivable thnt  such  a  person  on  findino-  that  ^  certain  kind 
of  mf=rch«ndise  is  unprofitable,  would  continue  sellinpi; 
it  when  he  could,   lust  as  efsilv,   sell  somethinc;;  else 
profitable?    It  does  not  seem  plausible,  but  such  de- 
cisions hs'nded  by  the  courts  are  pl'^inly  contradictory. 

The  assijimption  that  failure  to  keep  books 
while  prosperous  nec^atives  an  intentional  failure  to  keep 
books  when  business  becomes  poor  is  a  danp-erous  precept 
to  lay,    V/hen  a  person  is  prosperous  he  is  generally  apt 
to  lack  precaution,  in  consequence  of  which,  he  harms 
himself  '^nd  his  creditors.     If  no  books  are  available, 
how  can  it  be  ascertained  th^t  he  suffered  lea-itim^^te 
losses?    His  statements  before  the  court  with  the  meagre 
papers  f^v^ilable  will  practically  constitute  ^11  the 
evidence,   and  from  experience,   it  h'^s  been  found  that 
they  are  usually  presented  in  a  manner  not  to  implicate 
him. 

Similarly  interestinp-  Questions  may  be  raised 
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on  the  following  cases: 

"V/here  the  books  of      hf^nkrupt  firm  fully 
disclosed  a  transaction  alleged  to  be 
fraudulently  entered,  and  thoup:h  the  entries 
were  m°de  to  deceive  general  creditors,  they 
were  not  m'^de  v;ith  an  intent  to  f'^lsify  the 
books,  which  were  kept  by  a  bookkeep'^r ,  such 
entries  were  insufficient  to  bar  ^  disch^rse 
in  bankruptcy  of  the  member  of  the  firm  responsi- 
ble for  the  entry." (1) 

"Failure  to  keep  account  books  and  in- 
tent to  Conceal  financial  condition  must 
concur,  to  warrant  denial  of  discharge  on 
that  ground."(2) 

"Careless  method  of  bookkeepinp-  is  not 
ground  for  denial  of  discharge  of  b^^nkrupts, 
unless  books  disclose  an  intent  on  part  of 
bankrupt  to  conceal  their  financial  condition, 
and  bolster  up  fictitio^js  f^ccounts  entered 
in  the  schedules,  pnd  have  been  so  falsely 
kept  thft  the  true  financial  condition  of 
bankrupts  cannot  be  ascert-'ined  by  a  competent 
accountant . " ( 3 ) 

(1)  Federal  Disest  -  Bankruptcy  -  Section  V  p.  2049  Digest  of 

In  re  Hamilton  133  F.823 

(2)  Federal  Digest  -  Bankruptcy,   Section  V,  Vol.  1-15  Federal 

2d,  p.  327    Digest  of  Schieber  v.  Hairire,   lOF  (2d)  119 

(3)  Ibid.  p.  327  Din-est  of  In  re  Schiff  5  F  (2d)  512 
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"BPTikrupt  will  not  be  denied  p 
discharge  becpiuse  he  failed  to  keep 
his  books  in  p  scientific  m<=nner."(l) 
Is  it  possiblp  thpt  courts  would  differ  gre^atly 
on  the  construction  of  intent  in  their  decisions?  In 
one  instance,  s  fully  disclosed  fraudulent  trf^nsnction 
with  entries  mpde  in  the  books  to  deceive  creditors  is 
considered  insufficient  to  f^laify  th?^  books  fnd  sus- 
t^'in  intent,  while  in  another  instance,  it  would  be 
held  with  intent  to  m^'ke  entries  "bolsterinp-  up"  fic- 
titious accounts  in  the  books  so  th^^t  the  true  fin'^ncip'l 
condition  cannot  be     scert f'ined  by  p  competent  ^ccount^nt. 
Th'=*se  divergent  opinions  sre  auite  confusing  ^nd  more  so, 
when  f>  supposedly  careless  method  of  bookkeeping  is  not 
tsken  seriously  into  consideration, 

M?^ny  cpses  mfiy  be  cited  on  the  point  of  crre- 
l^ss  methods  of  bookke^pins-.  (2 )     in  th*:^  follov.'incr  de- 
cision,  it  WPS  held  th^t  it  v/os  not  necessary  to  keep  « 
book  cont^inin'?  s  record  of  returned  ^oods  if  it  does 
not  impede  the  shov/inff  of  the  finnnciPl  condition.  This 
contention  is  .I'u-Stifipd  if  the  entries  for  the  croods  re- 
turned w'^rp  properly  mf'de  in  somp  othe^^  "^ooks,   ^nd  it 
could  be  shown  conclusively  tb^t  the  ^^oods  went  bpck  into 
the  stock.     'I'he  report  of  the  cpse  states:  (3) 

( 1 )  Federal  Dif^est  -  H'^nkruptcy,   Section  V.  p.  2051,  pIso 

In  re  Joel  296  F  574,  In  re  L^ndersmnn  239  F  766 

(2)  Co'lipr  on  Bankruptcy  -  Vol  1.  Spct  14,   pp.  538-548 

(3)  In  re   niliJ^ms,   286  ^'  135 
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"In  the  esse  fit  topr,  the  b'^nkrupts 
kept  9  full  set  of  books,  which  ?^ppeRr 
to  be  fully  adequate  to  the  requirements 
of  the  amount  of  business  th^t  they  were 
tronssctinp:.    'I'he  books  were  unusuplly 
nepfcly  kept,  pnd  seem  to  be  sufficiently 
indexed  ps  to  furnish  «  speedy  reference 
to  ^ny  department  of  their  business.  The 
b'^nkrupts  did  not  keep  ^  sepf^rste  book 
"contpininp-  a  record  of  ?oo(^s  returned  by 
customers,'  PS  objected  to  in  specifica- 
tions.   "J-here  is  no  lpv>r,  rule  or  custom 
of  merchfints  thPt  requires  the  keeping;  of 
such  ?3  book,  except  perhaps,  in  the  case 
of  wholesale  or  retail  merchants  who  sell 
goods  on  approval,     '-^'he  failure  to  ke^-p  such 
a  book  does  not  m^ke  tbe  bankrupts  nmenable 
to  the  Isw,  nor  is  it  sufficient  evidence 
to  susgest  that  it  was  done  with  intent  to 
conceal  their  finpncipl  condition  from 
their  creditors.    V/hen  ?  sufficient  number 
of  books  pre  intelli'^ent ly  kept  pnd  produced 
in  evidence,  a  fpilure  to  keep  a  book  showing 


I 


goofis  returned  by  customers  is  not  suf- 
ficient to  b^r  ^  '^ischfrge." 
In  relation  to  the  question  of  recordinpr  returned 
floods,  the  writer  wss  recently  connected  in  f^n  investig^'- 
tion,  -^iTnost  identical  with  the  esse  lust  considered, 
wood  workino-  concern  of  substfnti^l  size,  doin.Q:  both 
9  Tobbins"  pnd  mfnuf ^icturinet  business,  mode  pn  pssiim- 
ment  for  the  benefit  of  its  creditors.     Our  examination 
of  thp  books  proved  them  to  be  correct,   shoTrina;  every 
tr^nsnction  for  the  current  year,  including  ^11  returns 
of  lumber  end  m^teri^ls  .lobbed  to  carpenters.    The  dupli- 
cates of  the  credit  bills  subst ^ntifeted  all  the  entries 
made,  and  from  ^11  the  facts  in  the  books  a  statement 
of  th/^^  financial  condition  w^s  Drep«red,  Nevertheless, 
in  our  report  to  the  creditors  it  was  stated  that  no 
receipt  or  stock  books  were  kept,   pnd  consequently  it 
was  impossible  to  determine  what  h^d  become  of  the  returns 
which  amounted  to  auite  a  considerable  sum,     L^ter,  ond 
by  mere  coincidence,  it  was  found  th^t  a  carpenter  had 
bought  merchandise  from  th^t  concern  ot  crreatly  reduced 
prices  for  c^sh,  without  receivinp:  a  regular  invoice. 
Truthfully  enough,  the  financial  condition  as  existent 
on  th-^t  date  was  ascertained  from  p  sufficiently  l^rge 
number  of  books,  but  from  l^ck  of  a  stock  book,  one  of 
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the  vitpl  records,  we  coulf^  not  r^nf^lvze  whether  the 
loss  in  inventory  wss  caused  by  the  S'^llinf;  of  mnteriflls 
at  prices  below  cost  or  by  mispprroprifltion • 

It  is  evident,  therefore,  th^t  some  records 
ore  vitolly  npcessorv  to  '^^xbi'i^it  completely  the  chpns;ing 
condition  and  pctu??l  conduct  of  ?^n  enterprise,  while 
others  nre  not  so  important,     m  this  respect,  the 
following  G^ses  merit  our  consideration, 

"Absence  of  crenerol  ledger  is  not 
sufficient  reason  for  denying*  discharge 
where  there  ^re  other  books  of  oris-inal 
entry  in  evidence  which  ^ive  pr^cticfilly 
spme  information  which  generf^l  ledcrer  would 
hpve  Afforded,   snd  which  are  sufficient 
to  disclose  b«>nkrupt's  condition."  ( 1 ) 

"The  bankrupt  wps  q  dry  p-oods  merchant, 
and  kept  certain  books  of  ^'CCount,  which 
were,  for  the  most  port  unintelli/rible, 
and  while  presumably  intended  to  cover 
receipts  in  the  b«=nkrupt '  s  business,  were 
totally  devoid  of  '^ny  disbursement  entries. 
The  court  condluded  that  this  situation 
cast  at  le^'St  some  doubt  as  to  the  bona  fides 


(1)  Collier-  A^-nu^l  Sur^plem-ent ,  p.   146,   Dip-est  of 
In  re  Jaffe,   14  F  (2d)  558 
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of  the  bankrupt's  conduct  of  his 
business , 

"But  «t  the  second  benrinff  no  fur- 
ther or  morfi  sptisfsctory  explsnption  has 
been  afforded  oespectinpr  the  ch«?racter 
of  the  b'-nkrupt's  books.     It  is  true  th^^t 
for  p  number  of  y^^rs  ps>st  the  bankrupt 
appears  to  h"ve  kept  books  in  this  SPme 
manner,     it  is  ^Iso  true  thnt  there  is  no 
ironical  rule  under  the  bankruptcy  Act  re- 
quiring the  keeping-  of  books;  in  other 
words,   a  business  may  be  so  sm«=ll  th<='t 
the  local  absence  of  them  may  be  Justified, 
Similarly,   if  books  are  kept,  there  is  no 
particular  form  of  accounting  that  need  be 
followed.     On  the  other  hand,  the  election 
to  keep  them  implies  th*^t  they,  if  not  by 
themselves,  then  in  conjunction  with  other 
less  form^^l  records,  shall  prim?^  facie  '^ive 
every  evidence  of  an  honest  effort  to  re- 
flect the  '^^ntir^  business  of  the  bankrupt, 
---The  bankrupt  should  be  able  to  produce 
better  books  or  at  least  some  acceptable 
records,  the  bankruDt  hos  not  sustained 
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the  burden  of  proof  thus  placed  upon 
him.     '-Lhe  bankrupt's  books  Contained 
no  record  whatsoever  of  ^nj  Cf?sh  dis- 
bursements, or  of  r>nj  money  withdr??wn 
by  him  for  his  personal  use  or  for  ^ny 
other  purpose.     He  testified  merely 
thpt  from  time  to  time,   ps  occ?ision 
warranted,  he  took  out  of  the  c^^sh 
drav/er  whnt  he  needed  for  household 
f^nd  person?!  expenses." 
Application  for  dischfr^je  denied.  (1) 

"In  the  early  pf^rt  of  1909,  the 
bfnkrup  purchased  from  ^  concern,  by 
which  both  she  '^nd  her  husb«nd  hfd  been 
theretofore  employed,  the  stock  ^nd  pcood 
Vifill  of  ^  dry  p-oods  store  in  the  city  of 
Newark,  pn6,   ps  part  of  the  purchase  price, 
gpve  cert'=in  promissory  notes,  amounting 
in  the  «pgregate  to  .f8, 000.00,   si!:'ned  by 
her  and  indorsed  by  her  father.     In  the 
following  May  she  filed  a  voluntary  peti- 
tion showing  unsecured  claims  to  the  amount 
of  f23, 000.00  and  assets,   at  her  v'=lu«'tion. 


(1)     In  re  Mner,  28F  (2d)  881 
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of  about  ;r2?^,000.     Accordinrr  to  her 
testimony,  the  vflue  of  the  stock 
which  she  acquired  when  she  purchf^sed 
the  businpss  w^s  fromif'12, 000  to  •n4,000. 
DurinfT  the  six  months  th^t  shp-  w?5S  in 
business  she  purchased  merc^^cndi  sp  on 
credit,  cit  the  cost  v^slue,  of  optDroximftte- 
ly  $27,000,   pnd  durinr^  the  s«me  timp  TD^id 
on  account  thereof  only  p  little  over  1^5,000. 
There  w^s,   in  the  s><ort  Period  durina;  which 
the  bpnkrupt  w^s  in  business,  9  shrinkage 
in  assets  of  f pproxim^tely  *'13,000. 

"Her  only  books  of  s'ccount  were  kept 
pxcluslvelv  by  hpr  husband,  who  conducted 
the  bu-siness  ^^s  if  he  were  sole  proprietor; 
she  discloimin/?  f»ny  knowledge  whatever  of 
wh.«'t  they  were  or  hov;  they  were  kept.  They 
Konsisted  of  v/hnt  m?y  be  cglled,   in  the 
absence  of  a  better  n^mp,  a  ledsrer,  in 
which  W!^s  entered  the  moneys  due  to  certain 
merchandise  creditors  '^nd  certain  payments 
made  to  them,   and  one  or  more  check  books 
pnd  b^nk  passbooks,     no  record  whatever  was 
mode  of  moneys  disbursed  for  salary  or  other 
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expensps  incident  to  the  conrluctin^ 
of  thp  business,  nor  of  the  moneys 
thnt  were  token  in  from  dpy  to  day, 
Althoup-h  it  pppeprs  th^t  inventory 
wns  m^^de  ft  the  time  the  store  v;ps 
purch«'sed,   p.n6  pnother  one  shortly 
before  the  petition  in  bankruptcy  wps 
filed,  both  were  destroyed  shortly 
pfter  the  times  they  were  m^de,  res- 
pectively.   The  moneys  expended  for 
spl^ries  pnd  other  expenses,  were  token 
from  the  cosh  received  ot  the  atore  from 
doy  to  dPY.     ivor  wos  ony  record  mode,  in 
sny  book  or  otherwise,  of  the  bonkrupt's 
liobility  on  the  notes  which  were  P"iven 
for  the  purchose  price  of  the  business, 
or  of  other  moneys  olleged  to  hove  been 
borrowed  ond  portiolly  or  wholly  repoid 
from  tim.e  to  time.    There  con  be  no  doubt 
thet  the  books  ond  records  which  were  kept 
would  not  hove  enobled  one  to  oscertoin  the 
bonkrupt's  finoncipi  conditions  ot  onytime."(l) 

"The  specioi  moster  found  thot  the  bonk- 
rupt  did  not,  in  contemplotion  of  his 
im     In  re  Londersmon,   239  F.  766 
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bffnkruptcy,  foil  to  keep  proper  books  of 
accounts  with  intent  to  conce?)!  his  true 
financisl  condition,  ot?  the  fin«'nci??l 
condition  of  the  firm  of  Meyer  k  Simon  of 
which  he  wps  p  member;  th^t  even  nssumin;? 
thnt  the  books  were  improperly  kept,  Simon 
hPd  nothino;  to  do  with  keepine*  them. 

"The  pcrtnerlship  of  Meyer      Simon  en- 
gp-fred  in  1897  in  the  business  of  manufactur- 
ing men's  clothinr?  nt  Rochester,  N.  Y.  for 
the  retail  trpde.     The  business  st-^rted  with 
e  CppitPl  of    6,000.00  contributed  by  Meyer, 
who  died  iust  before  the  petition  in  bank- 
ruptcy WAS  filed,  nothing  in  th''  'j^/ny  of  prop- 
erty or  money  h^vinp:  been  contributed  by 
Simon,   p  practisinn"  lowy^r,  v/ho  ?ifter  Meyer's 
depth  conducted  the  business  ps  f  surviving 
partner,    'The  venture  forshPdowed  success  ps 
is  indicpted  by  the  fpct  th^^t  auite  soon  pfter 
orgpnizPtion  the  firm  locpted  retpil  stores 
pt  Detroit,  Boston,  Chicpgo,  Fpnsps  Citv, 
Minneppolis  ond  ot .  '^pul,   pnd  formed  pnd 
controlled  corpor^'tions  for  the  sple  of  clo- 
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thing  St  Atl^intfi,  inriiHnapolis,  Bir- 
min^hsm,  Los  Ans-eles,   Louisville  nnd 
Evpnsville.     In  1909  5nd  1910  the  firm 
borrowed  extensively  from  b^nlrs  ^'nd 
obtained  merchJ^ndise  on  credit,  Pslse 
finpncipl  statements  were  delivered. 
These  were  found  untrue,  in  m^nj  par- 
ticulars, by  nocountnnts  who  examined 
the  books  for  the  r^^ceivers  in  bank- 
ruptcy. 

 The  specification  relating  to  the 

failure  to  keep  books  of  ^'ccount  is 
claimed  to  be  supported  by  the  failure 
to  keep  an  inventory  of  merch^^ndise  on 
hand  and  a  more  complete  account  of  the 
transactions  with  the  several  subsidif^ry 
stores,  but  as  the  expert  bookkeeper  who 
testifif^d  for  the  trustees  was  ^ble  to 
substantially  abcert^in  from  the  books 
and  records  which  came  into  the  possession 
of  the  trustees  the  financial  condition  of 
the  firm,  this  obiection  is  not  proven.  The 
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evidence  shows  th^t  .1ourn?^ls,  led/^ers, 
Cfish  books  pnd  blotters  were  kept  by 

sinirle  e^ookkeeper  of  the  firm  xvho 
hpd  been  in  its  employ  for  number 
of  yef^rs;  thnt  such  books  contained 
the  usunl  information;  th^t  the  branch 
stores  kept  sets  of  books,  duplic^ttes 
of  which  were  kept  in  Rochester;  Pnd  th*>t 
it  Tvfis  not  customary  to  keep  inventory 
books  or  private  ledgers." (1) 
We  observed  in  the  number  of  cnses  discussed  thpt 
m«3ny  bankrupts  were  p-enerally  successful  in  defrnuding 
creditors  by  the  inclusion  of  intent  ps  t>n  essential 
element  in  the  failure  to  keep  books  of  ^-ccount.  This 
fact,  includin^:  the  other  ways  of  committing  frj^ud  men- 
tioned before,   so  aroused  th'='  business  world  th^t  studies 
and  investigations  were  made  with  ^  view  to  remedy  such 
defects  in  the  Ipw  ;^nd  its  administr'^tion. 

By  the  Amendatory  i^ct  of  1926,   the  section 
dealing  with  failure  to  keep  books  of  account  was  re- 
worded to  read: 

"The  judge  shell  he^r  the  pp- 
plicstion  for  «  discharge ....  and 


(1)     In  re  Simon,  285  F  1006 
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dischnrcce  the  Ppplicant  unless  he 
hPS  (1)  committed  fin  offcence,..; 
or  (2)  devStroyed,  mutilf'ted,  fal- 
sified, concealed,  or  foiled  to 
keep  books  of  ?=ccount,  or  records, 
from  which  his  fin^-ncipl  condition 
snd  business  transactions  misrht  be 
pscert^^ined;  unless  the  court  deem 
such  ff^ilure  or  cicts  to  hf've  been 
.lustified,  under  ^'11  the  circujnst «=inc'^s 
of  the  cp?se."(l) 
As  it  now  exists,  the  section  hms  been  moteri'^lly 
streni?thened  by  the  eliminf'tion  of  intent  fs  on  essential 
element  of  objection  to  o  dibch?trf?e  for  failure  to  keep 
books, of  account.     It  h^s  not,  very  unfortunately,  set 
9  rule  reouirinff  the  keepinf?"  of  books  or  described 
whot  should  constitute  the  minimum  number  of  specific 
books  of  occount  necessary  to  r'="flect  readily  the  finan- 
cial condition,     -furthermore,   the  followin<^  important 
criticism  h^s  been  m^de, 

"The  l'=w        it  noY!  stands  when 
comppred  v;ith  bankruptcy  systems  of 

(1)    Bankruptcy  Low  -  Amendment  Act  of  1926  c  40b,  Sect.  6; 
44  htPt.  663 
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other  countries  on  the  one  h«nri, 
and  pr^ctic?'!  humon  conaiderption 
on  the  other,  is  bf^lieved  to  be 
find  hPS  been  criticized  ps  too  bro^d 
in  some  respects  pn6  too  narrow  in 
others,     it  does  not  for  instance 
fllow  nny  explanation  or  .iustific^- 
tion  for  thp  mere  failure  to  keep 
books  of  ''c count,   flthoucrh  in  some 
CPses  miti^-ftinc^  circumst '^nces  m^y 
exist  which  should  not  deprive  pn 
honest  debtor  of  his  dischprfye  on 
thPt  score." (1) 
This  defect,  in  addition  to  the  others  previous 
ly  mentioned,  should  forthwith  merit  th-^  earnest  con- 
sideration of  the  leo-islPtors  in  *^on""r'=ss,     '^'^e  common 
desideratum  is  the  complete  elimination  of  the  diffi- 
culties cpused  by  the  inexnlicitness  of  the  Ipw, 

On  this  point,  the  recommendations  in  an 
inouiry  m«de  in  hnsrl^nd  to  correct  p  similar  defect  in 
the  law,   pre  worthy  of  our  attention.     The  report , stated 
in  part: (2) 

"The  most  prominent  of  the 
delinquencies  which  w^re  brought 

( 1 )  S.  Fleschmpn-  ^t-^tement  -'elftive  to  Am'=ndments  of 

Bpnkruptcy  Law  in  Americpn  institute  of  -Accountants 
Bulletin,     p,  11. 

(2)  Encyclopedia  Brittpnica  -  Bpnkruptcy  p,  325  From. 

the  Inouiry  of  1906,  mpde  by  the  Board  of  'i.'rpde  in 
Enprlpnd 


I 
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to  the  notice  of  the  committee were- 
" failure  by  p  debtor  to  keep  pnj 
hooks  or  pny  proD^r  or  '^deauPte  hooks 
of  account  in  his  business . 

"After  carefully  weishin/y  the 
evirlence  on  both  sides  the  committe 
recommended  th-^t  the  failure  or 
omission  by  p  debtor  who  becomes  b bank- 
rupt tohpve  kept  ^^ny  books  of  account 
or  proper  books  of  account,  wihtin  two 
years  next  preceding  his  hnnkruptcy, 
in  n  tr^'de  or  business  carried  on  by 
him,  if  without  excuse,   should  be  made 
by  law  an  offence  punishable  on  summary 
conviction  by  imprisonment,   sublect  to 
four  important  limitations,  namely, 

(a)  that  the  law  should  define  what 
books  of  account  a  person  carry- 
infT  on  trade  or  business  must 
keep,   follov/ino"  in  this  respect  the 
law  in  force  in  Prance  and  Prermany; 

(b)  that   f-^ilure  or  omission  by  a  debtor 
to  have  kept  the  required  books 
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should  only  be  Dunish*?ble  in 
the  event  of  ^  riebtor  becoming 
bankrupt  of  llie  linuid^ited 

debts  proved  in  the  bpnkrruptcy 
exceedinfr  L200  in  amount; 

(c)  thf>t  no  prosecution  of  n  debtor 
for  failure  or  omission  to  keep 
books  of      Count  should  t«>ke 
plpce  before  the  l«pse  of  two 
yeprs  from  the  pfssin*?  of  the  Ipw; 

(d)  thp»t   f  debtor  shoi^ld  not   ^e  punish- 

ed if  he  could  show  thPt  his  fj'ilure 
or  omission  to  keep  -oroper  books 
WAS  hon-^st  '^n^'  excusable  ^-nd  did 
not  contribute  to  his  insolvency." 
We  perceive,  therefore,  th^t  the  solution  of  our 
problem  rests  with  the  adoption  of  the  most  important  of  these 
recoramendfttions  -  the  prescribing-  of  specific  business  records. 

The  Ipiw  of  bankruptcy  is  l^^rely  the  product  of 
commerciPl  development.     In  order  th^^t  its  social  function 
may  be  properly  performed,   speci*^l  efforts  should  be  m^de 
so  th9t  the  Iflw  does  not  Ipp-  behind  the  rapidly  ch^ne-in?" 
nature  of  modern  economic  conditions. 
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THE  NEED  FOR  SPECIFIC  BUSINESS  RECORDS 

Requirements  in  Foreign  Countries. 

Business  records  as  we  have  observed  nve 
of  such  significance  in  the  equitable  ndmlnistrntlon 
of  bankruptcy  est^'tes  thf^t  severol  of  the  most 
important  commercial  countries  of  Europe  h^ve  enacted 
commercial  codes  specifying  certain  le?rislPtive  re- 
quirements.    It  hfls  been  throu^rh  the  experience  ernined 
by  their  centuries  of  commerce  ^nd  tr^^de  th^^t  they 
hpve  reached  this  conclusion.     These  codes  or  Ij^ws 
require  the  recordins"  of  ^^ll  origins!  transactions  in 
certain  books,  explicitly  n^^med  and  defined,  so  th^t 
in  case  of  insolvency  or  bankruptcy,  or  '^ny  other 
business  difficulty  th^t  may  befoll  the  enterprise, 
the  books  will  show  p11  the  facts,   and  before  the 
courts  they  ^re  considered  prima  facie  evidence  as  to 
the  conduct  of  the  business'  affairs.     The  summaries 
of  the  l«ws  follow: (I) 

France . 

Under  the  code  of  commerce  existing  in  France, 
traders  are  required  to  keep  three  books;  a  .lournp'l,  an 
Inventory  and  a  letter  book*    Elaborate  provisions  are 

(1)    Encyclopedia  Britt«'nica  -  Section  on  Bookkeeping 

under  Legislative  Requirements  -  Vol#  4,  pp.  229-230 
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mpde  to  identify  these  books  ^nd  prevent  substitution. 
Germany . 

In  (rermi^ny  the  duty  to  keep  books  is  provided 
in      commercifil  code  stating  th^t  every  business  must 
keep  books  in  which  its  business  transactions  pnd  the 
stf5te  of  its  property  are  to  be  intelligently  recorded. 
The  law,  beinsr  very  thorough,  goes  into  detail  pre- 
scribing the  exact  manner  of  treating-  original  entries, 
items  on  the  Bplance  Sheet  and  Profit  and  Loss  State- 
ment; matters  pertainins:  to  depreciation,  the  treatment 
of  inventory,  and  all  other  factors  that  determine  the 
ultimate  net  \'/orth  on  a  financial  statement. 

Belgium. 

The  law  of  Bels;ium  reouires  th^'t  every  business 
keep  a  journal  to  record  the  transactions,  from  day  to 
day,  which  with  the  balance  book  must  be  initialed  by  a 
prescribed  officer.     Ail  letters  pnd  telegrams  received, 
and  copies  of  all  such  sent,  must  be  preserved  for  ten 
years. 

Spain. 

The  commercial  code  of  Sp^in  requires  that  all 
businesses  keep  an  inventory,   a   iournal,   a  ledger,  a 
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letter  book  snd        invoice  book. 
Portug:?='l, 

Portugal  prescribes  uniier  i+s  commercial 
code  the  use  of  ^  b^lfnce  book,    lournol,   ledger  Pnd 
copy  letter  book. 

Holl?^nd. 

The  l^w  of  Holland  reouires  all  businesses 
to  keep  books  in  which  to  record  correctly  commercial 
transactions,  letter  received  and  copies  of  letters 
sent.    It  also  provides  for  the  prep^^ration  of  an 
annual  Balance  ^heet. 

Rumania . 

Under  the  law  of  Rumania,  the  employment  of 
9  .journal,  an  inventory  book  and  a  ledger  are  prescribed. 
The  law  "Iso  imposes  a  small  tax  for  each  page  of  the 
journal  and  inventory  book. 

Canada . 

The  Canadian  law  provides  the  followinp", 
under  the  section  dealing  with  Bankruptcy  offences, (1) 
"For  the  purpose  of  this  section, 
a  person  sholl  be  deemed  not  to  have 


(1)    The  Canadian  Bankruptcy  Act  -  Part  VIII,  Section  91-(2); 
Sf't.  of  Can.,   13-14  Geo.  V,   1923,   ch.  31 
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kept  proper  books  of  nc count  if 
he  h.BS  not  kept  such  books  or  ac- 
counts as  pre  necessary  to  exhibit 
or  explflin  his  transactions  ^nd 
financial  position  in  his  trade  or 
business,   including  a  book  or 
books  contf^inin<?  entries  from  day 
to  dfly  in  sufficient  detail  of  all 
cash  received  ^nd  c«=sh  paid,  and, 
where  the  tr^^de  or  business  h^s 
involved  dealings  in  goods,  also 
accounts  of  all  goods  sold  and  pur- 
chased and  statements  of  annual  and 
other  stock  takinp-s," 

Bankruptcy  Law  Requirement  in  the  United  StPtes, 

Now,  it  will  be  interesting  to  observe  and 
comnare  wh^t  the  two  existing?  n-^tional  lows  in  the 
United  States  —  -the  amended  B^^nkruptcy  .'^ct  «nd  the 

Federal  Revenue  -Act  of  IPSR,  do  reou'^^e. 

As  we  noticed  in  the  precedinfr  chapter,  the 
Bankruptcy  Law,  mentions,  without  any  exDlan«tion,  the 
failure  "to  keep  books  of  piccount,  or  records,  from 
which  his  (the  bankrupt's)  financial  condition  and 


-76- 


business  transactions  mio-ht  be  pscertPined;  unless 
the  court  tieem  such  failure  or  nets  to  h«ve  been 
justified,  under  nil  the  circumstances  of  the  cnse." 
It  is  PY\  obvious  assumption  th^t  the  statute  places 
the  responsibility  of  construing  the  term  "books 
of  account"  upon  the  individual  or  intilividuals • 

Federal  Revenue  Act  Requirement  in  the  united  States. 

This  same  criticism  is  applicable  to  the 
Federal  Revenue  Act  which  states,  "Every  person 
liable  to  any  tax  imposed  by  this  title  or  for  the 
collection  thereof,   shall  keep  such  records,  render 
under  oath  such  statements,  make  such  returns,  and 
comply  with  such  rules  anri  refsiulations ,  ps  the  Com- 
missioner, with  the  approval  of  the  secretary,  may 
from  time  to  time  prescribe :"( 1 ) 

Inadequacy  of  these  Requirements. 

Thus,  from  two  separate  and  distinct  statutes, 
it  is  easy  to  realize  the  utter  inadeauacy  of  the  pro- 
visions.    A  person  with  fraudulent  intentions  will  not 
await  for  the  period  immediately  preceding;  his  bank- 
ruptcy to  commit  any  acts  which  will  directly  fall  under 
the  provisions  constituting  such  nets  as  offences 
asrainst  the  l^w,  but  will  protect  himself  at  the  outset 


(1)     Federal  revenue  Act  of  1928  -  Section  54,   subdivision  (a) 
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with  proper  rep"«rd  for  the  Ipw,     Records  m«y  be  kept  in 
such  a  condition  ^nd  under  such  r.ethods  th"t  q  re- 
construction of  proper  accounts  loter,  durin.cr  «n  investi- 
gation, will  be  prreptly  impeded  «=nd  rendered  costly. 
Generfilly,  there  is  no  p.nnupl  check  or  exarainption  of 
the  records.    The  Revenue  t^piw  stipulations  reauirinpr 
pn  annual  return  on  ?ny  business  or  individual  is  not 
checked  pg^^inst  the  books  or  records  by  Revenue  Officers 
within  the  ye^r,  but  probably  after  several  years;  ex- 
cept in  the  cpse  '//hen  there  ^re  Questions  pertainins-  to 
the  method  of  fillini?  the  rp'turn,  or  of  the  larger  t^^x- 
psyers.    There  is  no  sufficient  time  r^v^ilpble  for,  nor 
importance  ^tt^ched  to  the  checkinpr  of  the  books  of  the 
smaller  business  enterprises.    Undoubtedly,  it  will  be 
a  tremendous  task  for  the  r<evenue  Dep'^rtment  to  check 
yearly  the  returns  of  all  the  hundreds  of  thousands  of 
individuals  or  business  organizations  for  the  accuracy  of 
their  returns,  but  notwithstanding  this  fact  '^nd  tbat  the 
primr^ry  aim  of  the  If'w  is  the  imposition  and  collection 
of  taxes,  it  cannot  be  denied  th^t  the  preponderance  of 
these  smaller  units  in  the  economic  organization  of  the 
country  constitute  also  t"^e  m^^.ior  p«^rt  of  ^11  bankruptcies. 

In  all  yef?rs,  npproxim<=tely  fifty  per  cent  of 
all  liabilities  p^nd  two-thirds  of  all  b^nkruDtcies  were 
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cnused  by  trading  estf^bli  shraents .   (Table  4)  Their 
importpnce  is  so  sin-nific^nt  th«t  Dr.  Julius  Klein, 
Assist'^nt  Secretary  of  Commerce,  in  p  radio  talk 
broadcasted  from  .Washington,  mentioned  them  the 
foundation  of  American  Business. 

Importance  of  i^mall  Merchant. 

The  smaller  merchants,  with  their  inumerable 
stores  where  business,  in  whatever  volume,  incessantly 
proceeds,  form  the  backbone  of  our  American  business 
organism.     It  is  on  their  diligent  but  wholly  unpretentious 
activity  that  m^ny  of  the  imposinp:,  eye-smitins"  com 
mercial  structures  inevitably  rest.     Thousands  of  them 
are  not  members  of  Chambers  of  Commerce  or  trade 
associations;  they  never  read  trade  papers,  or  sit 
'in  Conference*  or  eto  to  noisy  conventions.     They  are 
.■^ust  plain  business  men,  citizens,  taxpayers.    But  they, 
more  than  any  other  sin,^le  element  in  our  business  com- 
munity,  are  constantly,  repiul^rly,   and  intimately  in 
contact  with  the  mighty  army  of  consumers.     They  may  be 
careless,  short-sijrhted,  and  therefore,  short-lived 
(commercially  speaking)  -  but  we  should  not  be  under  the 
impressions  that  they  are  insip-nif icant  and  unimportant. 
If  they  fail  it  means  a  lot  in  dollars  and  cent"  to  every 
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one  of  us.     Such  fpiilures  mei^n  economic  waste  that 
must  be  m^de  o-ood  by  somebody  -  pnd  th^t  'somebody' 
is  you  pnd  i  -  throup;h  higher  prices  end  greater 
inconvenience . 

Conclusion,  <• 

In  view  of  the  pn?)lysiB,  discussion,  ^nd 
statements  m«=de  by  Qualified  authorities  on  the  causes 
and  administration  of  bankruptcy,  there  is  conclusive 
evidence  to  propose  to  the  ^lovernment  of  the  united 
States  that  a  law  Should  be  enacted,  definino-  in 
detail  the  minimum  number  and  nature  of  books  of  ac- 
count for  the  recording  of  business  transactions  th^t 
must  be  kept,  under  penalty  of  imprisonment,  by  all 
business  organizations  operatinf?  in  the  countrrr,  and 
utilizinpr  credit  over  a  certain  amount  to  be  stipulated 
clearly  in  the  statute. 

To  effpct  a  uniformity  of  records,  books 
and  methods  of  accountinp-,  the  goverment  must  follow 
find  accept,  whf^rever  it  proves  adeauate  and  sufficient, 
the  system  devised  by  a  large  number  of  trade  associa- 
tions.(l)    This  will  extend  the  work  of  the  Interstate 
Commerce  Commission  to  comprise  all  trade,  commerce  ^nd 
industry,  and  not  limit  itself  to  the  public  utilities 
(railv/ays,  express,   telephone  an«i  pipe  line  companies), 

(1)     See  Earl  A  Sailers,  ed.  -  Accountant's  Handbook, 
p.  426  for  a  complete  list. 
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In  prescribing  thp  minimum  requirements,  due  consider- 
ation must  be  given  to  the  smoll  unit,  wblch  !=5hould 
be  the  bffsis  for  setting  the  fundnment'^l  principles, 
methods  nnd  books,   so  th^t  no  in^istice  r>s  to  -expense 
snd  practicability  sh!=ll  unwiorrnntedly  be  imposed. 
From  there,  the  larger  units  shf^ll        allowed  sufficient 
flexibility  to  increase,  ramify  or  subdivide  the  records 
to  suit  their  particular  requirements,  os  Ion-  as  the 
fundamental  transductions  reauired  in  the  specific  records 
shall  be  faithfully  kept  in  accordance  with  the  dictates 
of  the  law. 

The  legislation  of  specific  business  records 
will  brincr  f=bout  speci«>lized  uniformity  in  bookkeeping 
methods.     It  will  enable  the  persons  engaged  in  any  form 
of  business  activity  to  submit  f^ccur^te  fin-^ncial  state- 
ments to  ^^11  agpncies  entrusted  with  the  s-rantinfr  of  credit. 
It  will  en«^ble,  in  c«se  of  bankruptcy,  ease  of  examination 
by  the  courts,  thereby  cutting  down  expenses  pnd  speeding 
the  imposition  of  penalties,  pnd  makinsr  it  highly  un- 
profitable to  go  into  fr'^udulent  bankruptcy.     And,  finally, 
it  will  be  fi  measure  destined  to  lessen  the  tremendous 
sum  of  business  losses  sust^^ined  in  this  country. 
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